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Executive  Summary 

Purpose 

A  key  safeguard  intended  to  ensure  fair  and  reasonable  prices  in 
negotiating  contract  actions  averaging  over  $65  billion  annually  is  the 

Truth  in  Negotiations  Act  (10  U.S.C.  2306a).  Under  this  act,  the 
government  can  recover  defective  pricing  that  results  when  contractors  or 
subcontractors  do  not  provide  accurate,  complete,  and  current  data  during 
contract  negotiations.  As  of  March  31, 1993,  about  $1.8  billion  in  defective 
pricing  identified  in  Defense  Contract  Audit  Agency  audits  was  pending 
against  Department  of  Defense  (dod)  contractors. 

This  report,  done  at  the  request  of  the  Chairman,  Senate  Committee  on 
Governmental  Afiairs,  addresses  dod’s  use  of  the  act’s  deterrent  features. 
Specifically,  gao  reviewed  dod’s  settlement  of  audit  findings,  interest 
charges  on  overpayments,  and  penalties  assessed.  In  addition,  gao 
reviewed  dod’s  management  oversight  of  the  settlement  process. 

Background 

Recognizing  the  government’s  vulnerability  in  noncompetitive  contracting 
situations,  the  Congress  passed  the  Truth  in  Negotiations  Act  in  1962  to 
protect  against  inflated  price  estimates.  It  requires  contractors  and 
subcontractors  to  submit  cost  or  pricing  data  for  their  proposed  prices 
above  certain  thresholds  and  to  certify  that  the  data  submitted  are 
accurate,  complete,  and  current.  If  the  data  are  found  to  be  defective  (not 
accurate,  complete,  or  current),  the  government  can  reduce  the  contract 
price. 

Although  the  act  has  been  instrumental  in  providing  data  needed  to 
negotiate  contracts,  defective  pricing  is  a  persistent  problem  and  adds 
hvmdreds  of  millions  of  dollars  to  contract  prices  each  year.  Initially, 
contracting  officers  could  only  recover  the  amount  determined  to  be 
defective.  In  1985,  to  enhance  contractor  compliance  and  improve 
timeliness  of  repayments,  the  Congress  added  provisions  for  (1)  charging 
interest  firom  the  date  of  overpayment  until  repayment  and  (2)  assessing  a 
penalty  when  contractors  knowingly  submit  defective  data. 

Results  in  Brief 

DOD  has  not  recovered  most  of  the  defective  pricing  identified  by  audit 
primarily  because  contracting  officers  (1)  dismiss  audits  for  errors, 
inconclusive  evidence,  and  lack  of  reliance  on  the  defective  data  during 
negotiations  and  (2)  negotiate  with  contractors  and  settle  for  lesser 
amounts.  In  addition,  interest  on  overpayments  has  not  been  fiilly  charged 
in  all  instances,  and  ffie  penalty  has  not  been  assessed. 
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Further,  settlements  of  defective  pricing  cases  were  not  timely  and 
involved  a  lengthy  process  with  administrative  bvirdeivs  on  both  the 
government  and  contractors,  dod’s  tracking  and  reporting  system  was 
inaccurate,  and  it  lacked  information  needed  for  oversight  and 
management  of  the  settlement  process. 

These  conditions  diminish  the  deterrence  that  is  needed  for  contractors 
and  subcontractors  to  undertake  needed  efforts  to  ensure  compliance  with 
the  act.  Without  adequate  deterrence,  contractors  do  not  have  an  incentive 
to  eliminate  inflated  price  estimatps  and  correct  systemic  pricing 
problems.  In  addition,  the  costly  and  burdensome  process  of  identifying 
and  settling  defective  pricing  by  the  government  and  contractors  will 
likely  continue. 


Principal  Findings 


Most  Defective  Pricing  Not  dod  has  reported  that  for  audits  settled  in  1992,  about  40  percent  of  the 
Sustained  ^239  million  in  recommended  price  arljustments  was  sustained.  The 

sustention  rate  (the  amount  contracting  officers  recover  divided  by  the 
amount  reported  in  audits)  has  declined  since  fiscal  year  1988. 

Data  on  selected  audits  reported  closed  in  fiscal  year  1991  show  that 
defective  pricing  audits  were  dismissed  or  amounts  recoverable  were 
reduced  because  contracting  officers  determined  that  the  audit  data  did 
not  support  defective  pricing  determinations  or  were  inconclusive.  Also, 
contracting  officers,  to  reach  a  fair  and  reasonable  settlement  and  avoid 
litigation,  negotiated  with  contractors  for  amounts  lower  than  the 
recommended  price  adjustments.  In  some  cases,  available  documentation 
supported  contracting  officers’  concerns  about  audit  quality;  in  others,  the 
documentation  raised  questions  about  the  contracting  officers’ 
determinations. 

In  1992,  actions  to  improve  the  quality  of  audits  were  implemented,  and 
some  contracting  activities  initiated  efforts  to  raise  sustention  rates.  In  the 
first  half  of  fiscal  year  1993,  the  sustention  rate  increased  to  67  percent. 
DOD  has  not  determined  whether  this  increase  is  attributable  to  specific 
1992  actions  or  an  indicator  of  a  longer  term  change  in  sustention  rates. 
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Interest  and  Penalty  Not  dod  is  not  fully  recovering  interest  on  overpayments.  In  some  cases, 
Fully  Utilized  contracting  officers  did  not  charge  interest  on  overpayments  or  accepted 

reduced  interest  charges.  For  example,  to  settle  an  audit  that 
recommended  a  price  acyustment  of  $2.8  million  plus  interest,  the 
contracting  officer  reduced  a  follow-on  contract  by  $1.2  million  and 
charged  no  interest.  In  addition,  the  procurement  regulations  restrict  the 
potential  amount  of  interest  because  the  regulations  specifically  exclude 
interest  on  financing  payments,  although  such  payments  may  include 
overpjQnnents. 

GAO  did  not  find  an  instance  where  a  contracting  officer  assessed  the 
penalty,  dod  is  also  not  aware  of  any  instance  where  a  contracting  officer 
assessed  a  penalty.  Contracting  officers,  as  well  as  other  dod  officials, 
apparently  view  a  penalty  for  a  contractor  that  has  knowingly  submitted 
defective  data  as  being  tantamount  to  civil  or  criminal  firaud,  which  is 
pursued  by  the  Department  of  Justice. 


Settlements  Are  Untimely  Although  dod  regulations  state  that  audits  should  be  settled  in  a  timely 
and  Burdensome  manner,  only  hatf  of  the  audits  closed  in  fiscal  year  1991  were  settled 

within  1  year  of  the  audit  report  date.  Many  of  the  other  settlements  took 
from  2  to  4  years,  with  some  taking  longer.  This  period  is  based  on  the 
issue  date  of  the  latest  audit  report  on  a  defective  pricing  case.  Because 
settlements  often  require  several  reports,  the  period  is  significantly 
increased  if  measured  fi’om  the  first  audit  report. 

Settlement  documents  demonstrate  that  the  process  was  burdensome  on 
both  the  contractor  and  dod.  In  the  selected  cases  reviewed,  most  of  the 
settlements  involved  several  audits  and  responses  by  contractors,  as  well 
as  several  meetings  to  resolve  issues  and  reach  agreement.  Even  a 
relatively  simple  case  was  burdensome  and  took  several  years  to  settle. 
For  example,  dod  did  not  recover  $3.1  million  in  defective  pricing  until 
3-1/2  years  after  a  voluntary  disclosure  by  the  contractor. 


Management  System 
Inadequate 


GAO  found  that  the  contract  audit  follow-up  system  contained  numerous 
reporting  errors  and  did  not  report  needed  management  data.  Overall,  the 
errors  identified  in  the  contract  audit  follow-up  system  raise  questions 
about  the  amount  of  defective  pricing  being  pursued  as  well  as  the  amount 
sustained.  Also,  such  management  data  as  the  amount  recovered  from  a 
contractor,  interest  charged,  penalty  assessed,  or  cause  for  nonsustention 
are  not  collected  in  the  system. 
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The  OOD  Inspector  General  has  also  reported  that  the  system  lacks  internal 
controls  needed  to  ensure  accurate  reporting.  Actions  are  underway  to 
improve  reporting  in  the  system. 


Recommendations 


GAO  believes  that  more  effective  use  of  the  act’s  deterrent  features  will 
improve  contractor  compliance.  To  further  enhance  deterrence,  gao 
recommends  the  Secretary  initiate  action  to  more  effectively  implement 
the  interest  and  penalty  features  of  the  act.  gao  provides  several  actions  in 
chapter  3  for  the  Secretary’s  consideration.  Although  dod  is  taking  actions 
to  improve  the  quality  of  audits  and  to  strengthen  settlement  review  and 
£q}proval  procedures,  the  contract  audit  foDow-up  system  should  provide 
accurate  and  comprehensive  data  for  management  assessments  and 
actions.  Therefore,  gao  also  recommends  that  the  Secretary  of  Defense 
ensure  that  the  audit  follow-up  system  contains  the  data  needed  for 
oversight  and  management  of  the  settlement  process  and  that  ongoing 
improvements  to  internal  controls  place  high  priority  on  providing 
complete  and  accurate  data. 


Agency  Comments 


dod  generally  concurred  with  this  report,  dod  agreed  with  the 
recommendations  that  additional  actions  need  to  be  taken  to  ensure 
(1)  compliance  with  the  interest  and  penalty  provisions  of  the  ’Truth  in 
Negotiations  Act  and  (2)  the  contract  audit  follow-up  system  contains 
accurate  and  complete  data  that  meets  management’s  needs,  dod  did  not 
agree  with  some  specific  suggested  irtq)rovements  to  the  follow-up  system. 

dod’s  comments  have  been  included  in  the  report  as  ^propriate  and  are 
presented  in  their  entirety  in  appendix  I. 
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Introduction 


The  Truth  in  Negotiations  Act  (10  U.S.C.  2306a)  mandates  that,  in  the 
absence  of  adequate  price  competition,  prime  contractors  and 
subcontractors  must  provide  cost  or  pricing  data  when  negotiating  for 
contracts.  The  purpose  is  to  provide  a  factual  basis  for  the  government  to 
negotiate  a  fair  and  reasonable  contract  price.  About  $65  billion  in  prime 
contract  awards  were  negotiated  annually  by  the  Department  of  Defense 
(dod)  under  the  provisions  of  this  act  for  fiscal  years  1988  through  1992. 

Contractors  and  subcontractors  are  required  to  certify  that  the  cost  or 
pricing  data  th^  provide  are  accurate,  current,  and  complete  at  the  time 
of  price  agreement  (sometimes  called  the  “handshake  date”)  with  the 
government.  If  the  contracting  officer  finds  that  contractors  submit 
inaccmate,  incomplete,  or  noncurrent  data  that  cause  the  contract  price  to 
be  overstated,  the  data  are  considered  defective,  and  the  government  can 
reduce  the  contract  price. 

Until  1986,  recovery  of  defective  pricing  was  the  only  deterrent  feature  of 
the  act  In  respoivse  to  reports  of  contractor  abuses,  the  Congress  added  a 
penalty  equal  to  the  amount  of  overpayment,  if  the  contractor  knew  data 
were  defective,  and  an  interest  charge  on  the  amount  overpaid  from  the 
date  of  overpayment  to  repayment  The  penalty  was  to  provide  an 
incentive  for  contractor  compliance,  and  the  interest  charge  was  to 
recover  for  the  contractor’s  use  of  money  involved  in  the  overpayment 


Responsibilities 
Shared  Within  DOD 
for  Defective  Pricing 


Oversight,  management,  and  settlement  of  defective  pricing  is  shared 
within  OOD.  Contract  audits,  settlements  of  defective  pricing,  and 
management  and  oversight  are  the  responsibilities  of  the  Defense  Contract 
Audit  Agency  (dcaa),  dod  acquisition  and  contract  administration 
activities,  and  the  dod  Inspector  General  (ig). 

DCAA  performs  contract  audits  and  provides  accounting  and  financial 
information  on  contracts  and  subcontracts  to  dod  acquisition  and  contract 
administration  personnel.  As  part  of  its  responsibilities,  dcaa  audits 
contracts  to  determine  if  contractors  have  submitted  defective  data  to 
contracting  officers  during  negotiations.  Although  contracting  activities 
can  request  an  audit,  dcaa’s  program  of  audits  is  independently  managed. 
Defective  pricing  audits  with  recommended  price  adjustments  for 
defective  data  are  advisory. 

Contracting  officers  within  acquisition  and  contract  administration  offices 
are  responsible  for  settling  dcaa  defective  pricing  audits.  In  settling 


GAOi/NSIAD-94-7  Contract  Pricing 


Clivter  1 
latrodnetioii 


Contract  Audit 
Settlement  Reporting 


defective  pricing  audits,  contracting  ofiBcers  are  required  to  give  full 
consideration  to  the  audit  findings  but  have  ultinuite  responsibility  for 
determining  whether  the  data  submitted  were  defective  and  relied  upon 
during  contract  negotiations.  Also,  the  contracting  officer  is  to  allow  an 
offset  against  the  amount  of  defective  pricing  if  a  contractor  can  show  that 
defective  data  were  submitted  that  understated  the  contractor’s  costs. 
Before  making  a  determination  on  the  amount  to  be  recovered,  the 
contracting  officer  should  work  with  dcaa  and  give  the  contractor  an 
opportunity  to  support  the  accuracy,  completeness,  and  currency  of  the 
data  in  question.  Also,  dod’s  policy  on  contract  audit  follow-up  requires 
contracting  officers  to  seek  the  advice  of  specialists  in  audit,  law,  and 
other  fields.  When  a  final  determination  is  made,  the  contracting  officer  is 
to  notify  the  contractor.  If  the  contractor  does  not  concur  or  fails  to 
respond  in  a  timely  manner,  the  contractmg  officer  has  the  right  to  issue  a 
unilateral  decision.  As  with  any  other  contract  action,  contracting  officers 
are  required  to  document  the  determinations  and  settlements  of  defective 
pricing  audits. 

Secretaries  of  the  military  departments  and  directors  of  defense  agencies 
are  to  (1)  establish  procedures  as  prescribed  by  acquisition  regulations 
that  contracting  officers  are  to  use  for  settling  contract  audits,  (2)  ensure 
proper  settlement  of  contract  audits,  (3)  submit  contract  audit  status 
reports,  and  (4)  maintain  an  adequate  follow-up  system.  In  addition,  they 
are  required  to  designate  an  official  to  manage  the  component’s  contract 
audit  follow-up  program. 

DOD IG  is  responsible  for  overseeing  dcaa  contract  audit  activities  as  well 
as  dod’s  contract  audit  follow-up  programs.  As  part  of  these 
responsibilities,  dod  ig  evaluates  dcaa’s  compliance  with  audit  standards, 
poUcies,  and  procedures.  In  addition,  it  monitors,  coordinates,  and 
evaluates  dod’s  contact  audit  follow-up  system.  Although  dod  ig  has  audit 
policy  responsibility  and  oversees  contract  audits  and  settlements,  it  does 
not  have  the  authority  to  direct  dcaa  activities  or  contracting  officer 
actions. 


dod’s  management  tool  for  tracking  and  reporting  on  contract  audit 
settlements  is  the  audit  follow-up  system  required  by  dod  Directive  7640.2. 
’This  system  is  also  the  source  of  information  for  dod  ig’s  Semiannual 
Report  to  the  Congress.  The  purpose  and  operation  of  dod’s  contract  audit 
follow-up  system  is  specified  in  Office  of  Management  and  Budget  Circular 
No.  A-50.  Defective  pricing  is  1  of  14  types  of  audits  reported  in  the 
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follow-up  system.  As  of  March  31, 1993,  about  900  reports,  detailmg  about 
$1.8  billion  of  ocAA-identified  defective  pricing,  were  being  tracked. 

The  follow-up  system  tracks  individiial  defective  pricing  audit  reports  by 
the  DCAA  report  number.  [x:aa  provides  summary  sheets  and  control  logs 
on  the  audit  reports  that  contracting  and  contract  administration 
organizations  are  responsible  for  settling.  Acquisition  and  contract 
administration  or^mizatioirs  are  required  to  prepare  and  submit  reports 
semiannually  on  the  status  of  these  reports  for  inclusion  in  the  system. 
1116  system  reports  on  the  number  of  audit  reports  issued  and  closed 
during  the  period,  the  amount  of  cost  questioned  and  the  amount 
sustained,  and,  to  some  extent,  the  age  of  the  audit  report. 

The  sustention  rate  for  defective  pricing  audits  is  calculated  from 
information  in  the  follow-up  system  and  is  used  in  management  and 
oversight  of  the  settlement  process.  The  rate  is  determined  by  dividing  the 
total  amount  of  cost  sustained  by  contracting  officers  during  the  period  by 
the  total  amount  of  cost  questioned  by  dcaa  in  the  reports  settled. 
Semiannually,  dod  ig  reports  sustention  rates  of  major  acquisition 
activities  and  recommends  corrective  action  if  rates  are  too  low. 

In  addition  to  the  dod  contract  audit  follow-up  system,  dcaa  maintains  its 
own  automated  field  office  management  information  system  for 
assignment  management  purposes.  This  system  contains  information  on 
the  contract  dollars  audited  for  defective  pricing,  the  recommended  price 
adjustment  in  completed  audits,  and  contracting  officer  settlements,  dod 
ig’s  Semiannual  Report  to  the  Congress  includes  information  from  this 
system. 


Objective,  Scope,  and 
Methodology 


Our  objective  was  to  examine  dod’s  use  of  the  deterrent  features  of  the 
Truth  in  Negotiations  Act  Specifically,  we  reviewed  dod’s  settlement  of 
audit  findings,  interest  charges  on  overpayments,  and  penalties  assessed 
for  a  “knowing”  violation.  In  addition,  we  reviewed  dod’s  management 
oversight  of  the  defective  pricing  audit  settlement  process. 


We  evaluated  selected  cases  of  defective  pricing  audits  reported  settled  in 
fiscal  year  1991.  From  dod’s  contract  audit  follow-up  system,  we  selected 
audits  that  had  at  least  $1  million  in  defective  pricing  sustained  or  were 
closed  with  no  amount  sustained  but  had  at  least  $1  million  in 
recommended  price  adjustments.  We  also  selected  from  dcaa’s 
management  infomudion  system  audit  reports  that  had  at  least  $500,000  in 
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defective  pricing  sustained  or  were  closed  with  no  amount  sustained  but 
at  least  $1  million  in  recommended  price  adjustments.  Because  11  of  the 
98  cases  were  duplicate,  our  selection  provided  87  distinct  defective 
pricing  contract  audit  reports.  While  the  number  of  reports  selected  is 
about  10  percent  of  the  reports  closed  in  the  fiscal  year,  the  reports 
account  for  about  50  percent  of  the  dollar  amounts  reported  in  the  two 
systems.  Because  die  analysis  was  based  on  a  judgmental  selection  of 
contract  audits,  the  results  caimot  be  projected. 

Our  analysis  of  contract  audit  settlements  was  based  on  documented 
contracting  officer  determinations.  For  the  selected  cases,  we  obtained 
price  negotiation  memorandums,  contract  modifications,  and  other 
documents  that  support  contracting  officers’  determinations  and 
settlements.  Our  objective  did  not  include  identifying  the  underlying 
causes  for  amoimts  not  sustained,  an  additional  step  that  would  have 
required  more  detailed  analyses.  Furthermore,  we  did  not  receive  all  of  the 
settlement  documentation  for  20  of  the  audit  reports  selected  because  they 
were  withdrawn  by  dcaa,  not  settled,  in  litigation,  or  documentation  was 
not  provided.  As  a  result,  our  analysis  on  settlements  is  based  on 
67  contract  audits — 35  from  the  dod  follow-up  system  and  32  from  the 
DCAA  management  system. 

We  had  discussions  with  acquisition  officials  in  the  Army,  Navy,  and  Air 
Force  on  the  implementation  of  the  act’s  deterrent  features  and  obtained 
disposition  documents  for  selected  contract  audits.  We  also  discussed  the 
results  of  our  review  with  dcaa,  dod  ig,  and  designated  acquisition, 
contract  administration,  and  contract  audit  follow-up  officials. 

We  reviewed  the  legislative  background  of  the  'Truth  in  Negotiations  Act 
and  the  implementing  policies  and  regulations.  We  reviewed  the  Defense 
Acquisition  Regulatory  Council’s  case  file  on  inclusion  of  the  interest  and 
penalty  provisions  in  the  acquisition  regulations.  We  obtained  and 
reviewed  dod  ig’s  oversight  evaluations  of  (1)  dcaa  defective  pricing  audits 
and  (2)  dod’s  follow-up  of  defective  pricing  audit  settlements. 

Our  review  was  done  between  January  1992  and  March  1993  in  accordance 
with  generally  accepted  government  auditing  standards,  dod  provided 
written  comments  on  a  draft  of  this  report,  which  are  included  in  their 
entirety  in  appendix  I. 
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For  the  defective  pricing  audit  reports  settled  during  fiscal  year  1992,  dod 
reported  that  40  percent  of  the  $239  million  in  recommended  price 
adjustments  was  sustained.  Since  1988,  this  annual  rate  has  declined.  Most 
of  the  identified  defective  pricing  from  our  selected  audit  reports  that  was 
not  sustained  was  primarily  because  contracting  officers  (1)  dismissed  the 
audit  report  or  reduced  the  amount  for  inadequate  support  and 
(2)  negotiated  with  contractors  for  “fair  and  reasonable”  settlements,  dcaa 
and  some  contracting  activities  have  taken  specific  steps  to  improve 
sustention  rates. 


Sustention  Rate  Has 
Declined 


For  fiscal  year  1992  settlements,  dod  reported  that  40  percent  of  the 
DCAA-recommended  price  adjustrrents  was  sustained,  dod  officials  said 
that  an  acceptable  sustention  rale  has  not  been  established  because 
contracting  activities  could  engage  in  in^propriate  actions  to  achieve  an 
arbitrary  goal.  These  officials  said  that  instead  of  examining  an  overall 
sustention  rate,  which  they  believe  is  not  very  meaningful,  dod  ig  regularly 
reviews  sustention  rates  for  individual  buying  commands  and  reviews 
selected  actions  by  contracting  officers  in  detail.  Although  some 
acquisition  activities  have  attained  relatively  high  rates  for  a  period  of 
time,  dod’s  overall  rate  has  declined  since  1988.  Table  2.1  siunmarizes 
dod’s  reported  sustention  rates  for  fiscal  years  1988  through  1992. 
However,  as  discussed  in  chapter  4,  both  our  work  and  dod  ig  reports  have 
identified  errors  in  the  reporting  system  that  raise  questions  about  the 
amoimts  reported  as  cost  questioned  and  cost  sustained. 


Table  2.1 :  Identiflad  Defective  Pricing 

Sustained  In  Rscal  Years  1988  to  1992  Dollars  in  millions 


Fiscal  year 

Coat  questioned 

Cost  sustained 

Sustained  rate 
(percent) 

1988 

$587.3 

$284.7 

49 

1989 

374.4 

176.4 

47 

1990 

416.9 

196.4 

47 

1991 

226.6 

93.0 

41 

1992 

238.6 

95.2 

40 

Total 

$1,843.8 

$845.7 

46 

For  the  first  half  of  fiscal  year  1993,  the  sustention  rate  increased  to 
67  percent,  dod  has  not  determined  whether  this  increase  is  attributable  to 
specific  actions  or  is  an  indicator  of  a  longer  term  change  in  sustention 
rates.  One  specific  action  taken  in  1992  was  a  dcaa  effort  to  improve 
outstanding  audit  reports  with  recommended  price  a(^ustments  over 
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$1  million.  Field  audit  offices  were  directed  to  review  all  such  reports  by 
June  1992  to  ensure  that  defective  pricing  existed  and  that  the  workpapers 
contained  sufficient  support  for  the  findings,  dcaa  reported  that  the  audit 
offices  reviewed  over  1,000  reports  and  reduced  recommended  price 
a^ustments  in  146  reports  by  $169  million.  Such  reductions  would  result 
in  higher  sustention  rates  as  these  reports  are  settled. 

DOD  officials  said  that  other  actions  by  the  military  services  and  dcaa 
should  also  improve  sustention  rates.  They  noted  that  (1)  the  militaiy 
services  had  established  dedicated  settlement  activities  and  inci  eased 
management  attention  to  individual  settlements  where  the  sustention  rate 
is  less  than  50  percent  and  (2)  dcaa  had  taken  actions  that  should  result  in 
better  documented  defective  pricing  recommendations. 


We  found  that  the  recommended  price  adjustments  were  often  not 
sustained  because  contracting  officers  determined  that  the  audit  reports 
had  errors  or  contained  facts  that  were  inconclusive,  or  contracting 
officers  did  not  rely  on  the  defective  data  when  negotiating  the  contracts. 
DCAA  also  identified  similar  problems  with  the  defective  pricing  audits  and 
imdertook  significant  efforts  in  1992  to  improve  the  quality. 

Of  the  67  audit  report  settlements  in  fiscal  year  1991  that  we  reviewed, 

29  audits  were  closed  for  no  amount  sustained  or  the  amount  was  reduced 
because  the  contracting  officer  determined  that  the  dcaa  audit  report  was 
in  error  or  the  facts  did  not  conclusively  support  the  recoirunended  price 
adjustment.  For  example,  the  Navy  awarded  a  $  103-million  contract  for  the 
fabrication,  testing,  and  delivery  of  training  equipment,  dcaa  reported  in 
August  1990  that  the  prime  contractor  had  pricing  information  firom  major 
subcontractors  prior  to  the  certification  date  of  February  1, 1988,  that  was 
not  disclosed  to  the  contracting  officer  during  negotiations,  dcaa 
recommended  a  price  adjustment  of  $5.3  million.  The  contracting  officer 
determined  that  price  agreement,  the  “hand-shake  date,”  was  on 
Januaiy  11, 1988,  about  3  weeks  before  the  contractor’s  certification  date, 
and  that  the  contractor  did  not  have  the  pricing  data  prior  to  ffiat  date.  As 
a  result,  the  contracting  officer  dismissed  the  audit  report  because  the 
report  did  not  use  the  price  agreement  date  and  the  contractor  was  not 
required  to  discli^e  cost  or  pricing  data  developed  after  price  agreement 

In  another  case,  the  Navy  reduced  a  significant  portion  of  a  dcaa- 
recommeiided  price  adjustment  because  government  records  did  not  have 
sufficient  data  to  counter  the  contractor’s  claim  that  subcontract  pricing 
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data  were  disclosed  at  time  of  negotiation,  dcaa  recommended  a 
$5. 1-million  price  adjustment  primarily  because  the  prime  contractor  did 
not  disclose  an  updated  proposal  from  a  subcontractor.  The  contracting 
officer  noted  that  the  prime  contractor  had  information  from  its 
negotiator’s  notebook  that  showed  data  from  the  updated  proposal  were 
discussed  during  negotiation,  dcaa’s  evidence  was  inconclusive  because 
government  records  or  other  data  did  not  exist  to  show  that  data  from  the 
updated  proposal  were  not  disclosed  during  negotiations. 

Audit  reports  were  also  dismissed  because  contracting  officers  said  that 
they  did  not  rely  on  the  defective  data  during  contract  negotiations.  For 
example,  dod  awarded  a  contract  in  1988  for  over  $3  billion  to  manage  a 
civilian  health  care  program.  A  dcaa  report,  issued  in  August  1989, 
recommended  a  price  adjustment  of  over  $21  million  because  the 
contractor  (1)  did  not  disclose  its  practice  of  proposing  salaries  and  other 
costs  that  were  higher  than  actual  and  (2)  included  proposed  costs  that 
were  specifically  unallowable  under  federal  procurement  regulations.  The 
contracting  officer  noted  that  the  data  submitted  by  the  contractor  at  the 
time  of  negotiations  were  known  to  be  inaccurate,  incomplete,  and  not 
ciurent  Also,  the  contracting  officer  noted  that  the  contractor  submitted 
additional  data  during  negotiations.  The  contracting  officer  determined 
that  the  government  was  not  entitled  to  a  price  adjustment  as 
recommended  by  dcaa  because  the  defective  data  were  not  relied  upon. 

DCAA,  in  its  reviews  of  audit  reports  and  contractu^  officer  determinations, 
determined  that  deficiencies  in  price  negotiation  memorandums  and  its 
reports  have  contributed  to  low  sustention  rates.  As  a  result,  dcaa  revised 
the  contract  audit  manual  to  ensure  that  audit  work  and  reports  support 
recommended  price  adjustments  for  defective  pricing  and  that  auditors 
obtain  input  directly  from  the  contracting  officers  and  contractors  prior  to 
issuing  a  report,  rather  than  rely  solely  on  information  provided  in 
negotiation  memorandums.  These  changes  went  into  effect  for  fiscal  year 
1992  audits.  Also,  as  previously  discussed,  dcaa’s  field  offices  were  to 
complete  reviews  of  outstanding  audit  reports  in  1992. 


We  identified  contracting  officer  determinations  that  f^peared 
ini^propriate  becmise  DCAA-recommended  price  adjustments  were 
reduced  or  eliminated  without  an  apparently  valid  basis.  One  example 
involved  a  $1.2-nullion  recommended  price  adjustment,  dcaa  reported  that 
a  contractor  proposed  to  buy  equipment  at  an  estimated  cost  of 
$2.5  million,  but  had  developed  a  $1.3-million  estimate  to  make  the  item 
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in-house.  Because  the  lower  estimate  was  not  disclosed,  dcaa 
recommended  the  difference  between  the  two  estimates  as  a  price 
adjustment.  The  contracting  officer  dismissed  the  price  adjustment 
because  the  audit  did  not  provide  evidence  that  the  contractor,  at  the  time 
of  price  agreement,  had  decided  to  make  rather  than  buy  the  equipment 
This  determination  is  questionable  because  the  act  requires  contractors  to 
disclose  all  cost  and  pricing  data  that  would  reasonably  be  expected  to 
significantly  affect  price  negotiations.  The  dcaa  report  did  not  address 
whether  a  decision  had  been  made  because  the  cost  estimate  to  make  the 
item  in-house  is  cost  or  pricing  data  that  should  have  been  disclosed.  The 
difference  in  the  two  estimates  is  significant  and  disclosure  of  the  make 
estimate  could  have  influenced  the  negotiation  and  the  price. 

Another  example  of  a  contracting  officer  determination  that  appears 
iiuq)propiiate  involves  disclosure  and  reliance.  The  Air  Force  awarded  a 
$14. 7-million  contract  for  supporting  equipment  on  April  29, 1987.  In  a 
September  1990  report,  dcaa  recommended  a  price  adjustment  of 
$1.3  million  because  the  contractor  did  not  disclose  the  latest  cost  reports 
at  the  time  of  price  agreement.  Initially,  the  contracting  officer  disagreed 
with  DCAA,  noting  that  the  latest  cost  reports,  dated  January  1987,  were 
provided.  Subsequently,  the  contracting  officer  was  informed  that  the  cost 
reports  provided  during  negotiation  were  dated  November  and 
December  1986  and  that  a  handwritten  notation  on  the  reports  indicated 
that  the  contractor  provided  the  reports  during  the  January  1987 
negotiations.  The  contracting  officer,  however,  stiU  dismissed  the  audit 
report  because  actual  data  were  provided  and  the  Air  Force  met  its 
negotiating  objective.  This  determination  appears  questioiiable  because 
the  most  current  cost  data,  the  January  1987  reports,  were  not  provided. 
Also,  according  to  dod’s  guidance,  meeting  a  negotiating  objective  does 
not  negate  the  government’s  right  to  a  price  adjustment. 


Negotiated 
Settlements  Also 
Lower  Rate 


Another  reason  that  contributed  to  the  low  sustention  rate  was  that 
contracting  officers  negotiated  with  contractors  to  reach  what  they 
believed  were  fair  and  reasonable  settlements.  Negotiation  is  a  bargaining 
process  that  implies  the  government  is  willing  to  reach  a  mutually 
satisfactory  agreement  with  the  contractor.  In  defective  pricing 
settlements,  negotiations  are  a  means  by  which  contracting  officers  and 
the  contractors’  representatives  agree  to  a  lesser  price  adjustment  to  avoid 
administrative  costs  and  litigation. 
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In  the  cases  we  reviewed  vdiere  the  government  recovered  defective 
pricing,  contracting  officers  usually  negotiated  settlements  that  were 
lower  than  the  DCAA-recommended  price  adjustment.  For  exanq>le,  dcaa 
questioned  costs  of  over  $500,000  because  an  updated  subcontractor  quote 
was  not  disclosed  to  the  Navy  when  negotiating  the  contract.  Hus  amount 
was  part  of  a  defective  pricing  finding  of  $3.7  million.  The  settlement 
documents  noted  that  neither  the  government  nor  the  contractor  could 
provide  information  to  verify  whether  the  subcontractor’s  quote  was 
disclosed  during  contract  negotiations.  Although  no  factual  data  were 
present,  the  Navy  and  the  contractor  agreed  to  “split  the  difference”  as  a 
compromise.  This  approach  was  used  on  another  issue  in  the  case  when 
the  Navy  believed  the  contractor  should  indicate  some  resporvsibilify  for 
defective  pricing.  The  Navy  offered  to  split  the  questioned  cost  again,  but 
the  contractor  countered  with  a  significantly  lower  offer.  Overall,  the 
contract  price  was  reduced  by  $1.8  million,  less  than  50  percent  of  the 
amount  questioned  by  dcaa. 

In  another  exanq)le,  the  Air  Force  accepted  a  contractor’s  proposed 
of&ets,  even  though  dcaa  did  not  consider  them  valid,  dcaa  recorrunended 
a  $2.9-million  price  a4justment,  and  the  contractor  proposed  an  offset  for 
almost  all  the  price  adjustment  According  to  the  settlement  documents, 
the  contracting  officer  allowed  $500,000  as  part  of  a  negotiated  lump-sum 
settlement  in  an  effort  to  reach  a  fair  and  reasonable  price  adjustment 
Overall,  the  government  recovered  $1.4  million,  or  about  50  percent,  of 
dcaa’s  recorrunended  price  adjustment 

The  government  is  entitled  to  a  price  adjustment  for  the  full  amount  of  the 
pricing  defect  as  determined  by  the  contracting  officer.  However,  we 
found  cases  v^diere  the  contracting  officers,  although  agreeing  with  the 
audit’s  facts  and  recommended  price  adjustment,  negotiated  for  a  lesser 
adjustment  to  avoid  possible  litigation.  For  example,  in  a  June  1988  report, 
dcaa  recommended  a  price  adjustment  of  $1.3  million  because  the 
contractor  did  not  disclose  actual  labor  hours  on  similar  contracts  during 
negotiations.  After  reviewing  the  facts  and  contractor  comments,  the 
contracting  officer  determined  the  contract  was  defectively  priced  and 
issued  a  decision  in  April  1991  for  the  full  amount  recommended  by  dcaa. 
Subsequently,  the  contracting  officer  negotiated  a  final  settlement  for 
$875,000,  which  was  considered  to  be  in  the  govenunent’s  best  interest 
“since  it  eliminates  costly  litigation  that  would  continue  for  years.” 

DOD  officials  said  that  contracting  officers,  with  the  assistance  of  legal 
coimsel,  must  weigh  the  risks  and  benefits  of  litigation  to  determine 


Pageia 


GAO/NSlAD-94-7  Contract  Pricing 


Chapters 

Moat  IdoBtifled  Deflective  Prieteg  Not 
Swtaiiied 


whether  a  negotiated  settlement  is  in  the  govemm^t’s  best  interest  They 
noted  that  defective  pricing  cases  are  often  complex  and  contracting 
officers  are  required  to  use  judgments  in  making  prud^t  business 
decisions. 


The  causes  that  we  identified  for  dcaa’s  recommended  price  adjustments 
not  being  sustained  are  similar  to  those  identified  by  dod  ig  in  its 
October  1990  report  on  nonsustention  of  questicmed  costs.*  dod  ig 
reviewed  121  defective  pricing  audit  reports  closed  during  fiscal  years 
1987  and  1988.  The  actual  sustention  rate  for  the  sanqiled  defective  pricing 
audit  reports  was  48  percent  Some  of  the  causes  that  it  identified  for 
nonsustention  were  the  following: 

•  Contracting  officers  said  that  they  did  not  rely  on  defective  data  ^hen 
negotiating  the  contract  price. 

•  Contracting  officers  accepted  data  provided  by  craitractors  during 
negotiations. 

•  Contract  audit  reports  contained  inaccurate  or  outdated  information. 

•  Legal  counsel  advised  against  sustention  because  the  audit  issues  were  net 
supportable. 

•  Contracting  officers  disagreed  with  the  auditor's  position. 

•  Contracting  officers  agreed  to  bottom-line  settiements  because  agreement 
on  individual  cost  elements  could  not  be  reached  with  ccrntractors. 

Because  of  such  circumstances  as  those  identified  above,  dod  ig 
concluded  that  the  amounts  sustained  during  its  2-year  sample  period 
were  reasonable.  However,  that  did  not  mean  the  rate  could  not  be 
improved  upon  as  dod  ig  recommended  that  acquisition  activities 
adhere  to  required  review  and  clearance  procedures  to  ensure  that 
contracting  officer  determinations  are  fully  siqiported  and  (2)  analyze 
settlement  data  to  identify  m^or  factors  affecting  sustention  performance. 

Some  acquisition  activities  have  responded  to  dod  ig’s  recommendatiems. 
For  example,  the  Navy  initiated  a  Ifipoint  program  to  identify  those 
circumstances  that  impede  a  healthy  sustention  rate.  The  program  requires 
such  actions  as  establishing  dedicated  settlement  activities,  ‘i»p-level” 
eiqilanations  for  poor  sustention  performance,  and  training  for  ccmtract 
audit  follow-up  personneL  Ihe  Army  conducted  an  in-deptii  review  of 
closed  audit  reports  to  identi^'  factors  that  affect  sustaitimi  rates.  Some 


Causes  for 
Nonsustention 
Identified  by  DOD  IG 


■Analysis  of  Nonsustentiem  of  Costs  Questioned  in  Poslanmd  Contract  Audit  Reports  (Report  Na 
AFU9M,Gct  11, 1^). 
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of  the  Amty  commands  that  participated  in  the  review  noted  that 
dedicated  settlement  activities  would  be  established  and  that  more 
training  for  contract  audit  monitors  would  be  requested,  dod  officials  said 
that  the  Air  Force  reviews  defective  pricing  settlements  where  sustention 
rates  are  less  than  50  percent  or  the  difference  between  costs  questioned 
and  sustained  is  greater  than  $1  million. 

DOD  IG  officials  told  us  that  settlement  of  contract  audit  issues  such  as 
defective  pricing  are  often  accorded  lower  priority  at  dod  buying  activities 
because  of  the  pressure  of  new  business.  As  a  result,  they  said  that  timely 
and  effective  processing  of  defective  pricing  audits  requires  management 
support  and  assigranent  of  priority,  as  well  as  monitoring  by  dod  ig  staff. 
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The  Congress  added  interest  and  penalty  provisions  to  the  Truth  in 
Negotiations  Act  in  1985  because,  under  the  original  legislation, 
contractors  had  little  incentive  to  (1)  submit  accurate,  complete,  and 
current  data  and  (2)  expedite  settlement.  However,  dod  has  not  fully 
utilized  these  provisions  to  provide  the  enhanced  deterrence  the  Congress 
envisioned,  dod  regulations  do  not  provide  for  collecting  the  maximum 
interest,  and  contracting  officers,  acting  without  specific  authority,  have 
not  charged  part  or  all  the  interest  due  on  overpayments.  The  regulations 
provide  no  guidance  on  assessing  the  penalty,  and  dod  officials  know  of  no 
instance  where  the  penalty  has  been  assessed.  When  a  contract  is 
defectively  priced  and  dod  does  not  effectively  use  the  act’s  provisions,  the 
deterrent  effect  is  diminished. 


Interest  and  Penalty 
Enacted  to  Deter 
Contractor  Offenses 


In  response  to  continuing  reports  of  contractor  offenses,  the  Congress 
enacted  interest  and  penalty  provisions  to  help  deter  violations  of  the 
Truth  in  Negotiations  Act  h\  hearings  before  the  Senate  Committee  on 
Governmental  Affairs  in  early  1983  and  the  House  Committee  on 
Government  Operations  in  1985,  witnesses  and  committee  members 
discussed  the  act’s  inadequate  deterrence.  No  penalty  existed  for 
overpricing,  and  interest  accrued  only  if  the  overpayment  was  not  paid 
within  30  days  firom  a  goverrunent  demand  for  payment  Committee 
members  and  some  t  itnesses  noted  that  contractors  had  little  incentive  to 
submit  accurate,  complete,  and  current  data  and  that  the  government 
lacked  a  real  deterrent  to  contractors’  defective  pricing  violations.  One 
witness  noted  that  contractors  who  received  overpayments  because  of 
defective  data  had  long-term  use  of  government  fimds  and  paid  no 
interest,  an  inherent  weakness  in  the  original  legislation.  Members  and 
witnesses  stated  that  collecting  interest  firom  the  date  of  overpayment 
would  provide  an  incentive  to  settle  and  establishing  a  penalty  would 
(1)  provide  the  incentive  for  contractors  to  fuUy  furnish  satisfactory  cost 
and  pricing  data  and  (2)  deter  contractors  fi'om  committing  pricing 
violations. 

In  the  DOD  Authorization  Act  for  fiscal  year  1986,  the  Congress  added 
interest  and  penalty  provisions  to  the  Truth  in  Negotiations  Act.  These 
provisions  state  that  if  an  overpayment  is  because  a  contractor  submits 
defective  data,  the  contractor  shall  be  liable  “for  interest  on  the  amount  of 
such  overpayment  to  be  computed  from  the  date  the  payment  was  made  to 
the  contractor  to  Ihe  date  the  Government  is  repaid  by  the  contractor  at 
the  applicable  rate . . .”  and  “if  the  submission  of  such  inaccurate, 
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incomplete,  or  noncurrent  cost  and  pricing  data  were  a  knowing 
submission,  an  amount  equal  to  the  amount  of  the  overpayment.” 


Full  Amount  of 
Interest  Not  Collected 


DOD  could  recover  more  interest  on  overpayments.  In  7  of  10  cases  we 
reviewed  where  interest  was  applicable,*  we  found  that  contracting 
officers  did  not  chaise  interest  as  specified  in  the  regulations.  In  addition, 
the  law  states  that  interest  shall  be  computed  firom  the  date  payment  was 
made  to  the  date  of  repayment.  Althou^  progress  payments  made  by  the 
government  can  result  in  overpayment,  the  acquisition  regulations 
specifically  state  that  these  progress  payments  are  to  be  excluded  fi-om  the 
amoimt  of  overpayment  when  calculating  interest.  With  about  $1.8  billion 
in  defective  pricing  outstanding  as  of  March  31, 1993,  millions  of  dollars  in 
additional  interest  could  be  due  on  future  settlements,  even  if  sustention 
rates  remain  around  40  percent. 


Settlements  Result  in 
Interest  Not  Being  Fully 
Charged 


In  some  of  the  cases  we  reviewed,  contracting  officers  did  not  charge 
interest  as  required  by  acquisition  regulations.  The  Truth  in  Negotiations 
Act  states  that  contractors  shall  be  liable  to  the  United  States  for  interest 
on  overpayments,  llie  regulations  instruct  contracting  officers  that  the 
government  is  entitled  to  interest  on  any  overpayments  due  to  defective 
pricing,  and  contracting  officers  are  to  include  in  their  price  reduction 
modification  or  demand  for  payment  the  amount  of  interest  due  through  a 
specified  date.  The  regulations  give  contracting  officers  no  specific 
authority  to  waive  part  or  all  of  the  interest  due.  The  following  cases 
illustrate  the  treatment  of  interest  in  settlements  we  reviewed. 

A  Navy  contracting  officer  responsible  for  settling  defective  pricing  cases 
told  us  that  four  cases  for  over  $400,000  were  closed  with  bottom-line 
settlements  to  avoid  litigation.  The  contracting  officer  considered  the 
cases  weak  and  believed  the  dollar  amount  was  too  small  to  justify  the 
anticipated  legal  and  administrative  costs.  Settlement  documents  do  not 
show  that  interest  was  collected  on  the  overpayments.  However,  in  a  letter 
to  us  explaining  why  the  settlement  documents  did  not  show  interest  as 
being  collected,  the  contracting  officer  cited  difficulty  in  determining  what 
percentage  of  funds  recovered  in  a  bottom-line  settlement  represents 
interest. 


'The  provision  for  interest  to  accrue  from  the  time  of  overpayment  became  effective  in 

November  1986.  Most  of  our  selected  defective  pricing  cases  involved  contracts  awarded  prior  to  this 

date. 
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In  a  case  where  the  contracting  officer  and  contractor  had  difficulty 
agreeing  on  the  price  adjustment,  interest  did  not  become  a  factor,  ocaa 
recommended  a  $2.&-million  price  adjustment  for  defective  pricing  in 
February  1988  on  an  $81-million  contract  The  contractor  strongly 
disagreed  that  any  defective  pricing  existed,  objected  even  to  issuance  of 
such  a  report,  and  was  unwilling  to  offer  any  money  to  settle  the  case. 
Finally,  after  several  failed  atten^ts  by  the  contracting  officer  to  settle  the 
defective  pricing  case,  the  contractor,  while  denying  any  defective  pricing, 
agreed  to  a  Navy  suggestion  to  resolve  the  matter  by  reducing  a  follow-on 
contract  by  $1.2  million.  Although  interest  was  due  on  the  overpayment, 
no  interest  was  charged. 

In  another  case,  a  contracting  officer,  believing  the  offset  to  be  invalid, 
reacted  a  contractor’s  request  for  an  offset  to  the  defective  price  amount 
However,  believing  some  consideration  was  in  order,  the  contracting 
officer  allowed  the  offset  of  $72,000  to  be  applied  against  the  $154,916  in 
interest,  thereby  reducing  the  amount  of  interest  collected. 

In  some  cases  where  interest  was  considered,  documentation  indicates 
that  interest  might  not  be  an  addition  to  the  overpayment,  but  an 
a4justment  to  a  bottom-line  settlement  In  one  such  case,  dcaa  identified 
defective  pricing  of  $1.6  million.  The  contracting  officer’s  negotiation 
objective  was  an  adjustment  of  $1.3  million  plus  $178,000  in  interest  The 
negotiated  settlement  concluded  on  a  bottom-line  basis  for  slightly  over 
$1  million.  Althou^  the  negotiation  memorandum  for  this  settlement  cites 
amounts  for  overpricing  and  interest,  the  interest  was  calculated  as  an 
adjustment  to  a  bottom-line  settlement,  not  an  addition  the  determined 
overpayment. 

DOD  and  service  regulations,  which  provide  specific  review  and  spproval 
procedures  for  clearance  of  contract  actions  by  acquisition  activities,  do 
not  provide  for  specific  checks  to  ensure  that  contracting  officers  charge 
interest  properly.  At  the  acquisition  activity,  business  clearances  that 
document  defective  pricing  settlements  are  spproved  even  when  the 
contracting  officer  has  not  specified  any  interest  recovery.  Officials 
reviewing  settlements  at  the  designated  contract  audit  follow-up  level 
cannot  determine  if  interest  charges  are  correct  because  interest  is  not  a 
reported  item. 
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Regulations  Do  Not 
Maximize  Interest 


Penalty  Provision  Has 
Not  Been  Used 


DOD  regulations  do  not  provide  for  the  maximum  amount  of  interest. 
Federal  Acquisition  Regulation  part  15.804-7  defines  the  date  of 
overpayment  as  the  date  payment  was  made  for  coiTq)leted  and  accepted 
contract  items.  The  regulations  prohibit  interest  recovery  for  amounts  paid 
for  contract  financing.  However,  the  statute,  which  stipulates  interest  is  to 
be  calculated  fix)m  the  date  of  overpayment,  supports  such  recovery.  In 
the  House  hearing  cited  previously,  the  dod  Deputy  Inspector  General 
stated  that  interest  should  accrue  firom  fire  date  of  the  first  progress 
payment,  but  only  if  those  progress  payments  were  increased  due  to 
defective  pricing.  Also,  the  Air  Force  Staff  Judge  Advocate  commented  in 
June  1989  that  the  regulation  should  state  that  an  overpayment  may  occur 
whenever  an  excess  payment,  including  any  contract  financing  payment,  is 
made  because  the  contractor  submitted  defective  cost  or  pricing  data.  The 
Defense  Acquisition  Regulation  Council  disagreed,  saying  there  is 
minimum  exposure,  if  any,  of  interest  applicable  to  overpayment  resulting 
from  contract  financing.  It  further  stated  that  such  a  calculation  would 
require  a  large  administrative  burden,  yet  the  recoverable  amount  would 
be  small  in  relation  to  the  administrative  costs.  However,  no 
documentation  was  available  in  the  files  to  substantiate  this  conclusion. 

We  believe  that  such  a  regulatory  determination  should  have  been  based 
on  a  documented  analysis  of  the  administrative  burdens  and  possible 
interest  recovery. 

In  some  cases,  adding  interest  to  an  overpayment  occurring  in  progress 
payments  might  not  be  significant  and  could  be  an  administrative  burden. 
However,  in  other  cases,  interest  on  overpayments  occurring  in  progress 
payments  could  be  significant,  and  interest  determinations  might  not  be  a 
costfy  administrative  burden.  For  example,  a  prime  contractor’s  request 
for  a  progress  payment  could  include  costs  for  items  delivered  by  a 
subcontractor.  If  the  subcontractor’s  costs  were  overstated  due  to 
defective  pricing,  then  the  prime  contractor’s  request  for  a  progress 
payment  would  be  overstated.  As  previously  reported,  there  is  significant 
defective  pricing  in  subcontracts.^ 


We  found  no  evidence  that  contracting  officers  have  used  the  penalty 
provision  in  the  Truth  in  Negotiations  Act.  dod  contracting  officers  did  not 
use  the  penalty  to  settle  any  of  the  defective  pricing  cases  we  reviewed. 
Althou^  most  of  our  cases  involved  contracts  awarded  before  the  penalty 
provision  was  enacted,  the  contracting  officers  that  we  interviewed  stated 
that  they  would  not  consider  using  the  penalty  because  it  is  associated 


^Contract  Pricing:  Subcontractor  Defective  Pricing  Audits  (GAO/NSIAD-91-148FS,  Mar.  21, 1991). 
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with  fraudulent  acts.  Furthermore,  officials  in  dod  ig’s  contract  audit 
follow-up  group  who  periodically  evaluate  settlements  also  told  us  diat 
they  have  not  seen  the  penalty  used. 

The  acquisition  regulations  provide  little  guidance  for  implementing  the 
penalty.  Part  15.804-7(i)  of  the  Federal  Acquisition  Regulation  says  that  on 
DOD  contracts  only,  the  government  is  also  entitled  to  penalty  amounts  on 

certain  of  these  overpayments _ "  Part  15.804-7(iii)  is  the  only  guidance 

for  assessing  penalti^  in  cases  of  defective  pricing.  It  reiterates  the  law 
and  instructs  the  contracting  officer  to  obtain  the  advice  of  counsel. 

The  non-use  of  the  penalty  provision  has  diminished  its  deterrent  value. 
The  penalty  under  the  act  is  not  used  apparently  because  contracting 
officers,  as  well  as  other  dod  officials,  view  a  penalty  for  a  knowing 
submission  of  defective  data  as  being  tantamount  to  civil  or  criminal  fraud, 
which  is  pursued  by  the  Department  of  Justice.  A 1987  dod  ig 
memorandiun  states  that  any  suspected  violations  that  would  warrant  a 
penalty  should  be  immediately  referred  to  the  defense  investigative 
organization  for  review  and  that  any  contract  action  should  be  held  in 
abeyance  pending  Department  of  Justice  consideration  of  a  criminal 
investigation. 

DOD  officials  said  that  if  the  contracting  officer  or  auditor  believes  a 
contractor  knowingly  submitted  defective  data  and  counsel  agrees,  then 
the  case  is  referred  as  false  claims/false  statements,  dod  ig  noted  that 
defective  pricing  cases  with  civil  or  criminal  fraud  implications  are  beyond 
the  contracting  officers’  authority  to  settle  and  that  dod’s  contract  penalty 
should  not  be  imposed  without  the  coordination  of  the  Department  of 
Justice.  The  Department  of  Justice  resolved  five  of  our  selected  defective 
pricing  cases  after  initiating  action  under  the  False  Claims  Act. 


Need  for  Penalty  Still  The  need  for  a  deterrent,  which  existed  when  the  Congress  added  the 

Exists  penalty  provision  to  the  Truth  in  Negotiations  Act,  still  remains.  The  risk 

of  defective  pricing  still  exists,  and  contractors  do  not  comply  with  the  act. 
DCAA  annually  identifies  contractors’  risk  for  defective  pricing.^  For  fiiscal 
year  1992,  dcaa  assessed  contractors’  defective  pricing  risk  based  on  four 
factors:  estimating  system  deficiencies,  accoimting  system  deficiencies, 
incidence  of  defective  pricing,  and  amount  of  recommended  price 
adjustments,  dcaa  considered  36  contractors  as  high  risk  for  estimating 


^or  additionai  details  on  DCAA’s  assessment  of  risk”  contractors  see,  Contiya:  lydna  DCAA's 
Methodolony  Change  in  Identifying  “High  Risk*  Contractors  (GAQ/NSIAD-92-183,  June  2, 1992). 
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systems  deficiencies,  63  contractors  as  high  risk  for  incidence  of  defective 
pricing,  and  17  contractors  for  the  amount  of  recommended  price 
adjustments  for  defective  pricing,  dcaa  determined  that  96  contractors — a 
48^rcent  increase  over  fiscal  year  1991 — were  high  risk  for  at  least  one 
of  the  individual  factors  assessed.  Defective  pricing  involving  billions  of 
dollars  has  been  a  persistent  problem  because  a  low  percentage  of 
contractors  are  not  complying  with  the  act*  For  fiscal  years  1987  to  1991, 
116  contractors  accounted  for  86  percent  of  the  $3.7  billion  in  defective 
pricing  reported  by  dcaa. 


Recommendation 


The  act’s  deterrent  value  has  been  diminished  because  dod  has  not 
effectively  utilized  the  interest  and  penalty  provisions.  Without  adequate 
deterrence,  contractors  and  subcontractors  do  not  have  incentive  to 
eliminate  inflated  price  estimates  and  correct  systemic  pricing  problems. 
In  addition,  the  cc^tly  and  burdensome  process  of  identifying  and  settling 
defective  pricing  by  the  government  and  contractors  will  continue. 
Therefore,  we  recommend  the  Secretary  of  Defense  more  effectively 
implement  the  interest  and  penalty  features  of  the  act  to  ensure  contractor 
conq)liance.  More  effectively  inqplementing  the  act  could  include 

•  determining,  based  on  an  analysis  of  £q>propriate  defective  pricing  audit 
reports,  whether  charging  interest  on  overpayments  in  progress  payments 
resulting  fipom  defective  pricing  is  administratively  feasible  and  would 
result  in  significant  interest  recovery,  and  if  so,  initiating  action  to  revise 
the  regulation; 

•  directing  contracting  activities  to  instruct  contracting  officers  to  charge 
interest  as  stipulated  in  the  regulations  and  to  include  internal  control 
checks  for  proper  interest  charges  during  business  clearance  reviews;  and 

•  modifying  dod’s  guidance  to  instruct  contracting  officers  on  the  use  of  the 
penalty  in  determining  the  amount  recoverable  firom  contractors  for 
defective  pricing. 


^ency  Comments 
md  Om*  Evaluation 


DOD  agreed  that  additicmal  actions  need  to  be  taken  to  ensure  compliance 
with  the  interest  and  penalty  provisions  of  the  Truth  in  Negotiations  Act 
DOD  said  that,  in  assessing  the  significance  and  administrative  feasibility  of 
interest  on  overpayments  in  progress  payments,  it  would  use  a  dcaa  study 
to  be  conducted  by  March  1^.  Also,  contracting  activities  are  to  instruct 
contracting  officers  to  charge  interest  as  stipulated  in  the  regulation  and  to 


Klontract  Pridiut:  A  Low  Percentage  of  Contractore  Are  Responsible  for  Most  Reported  Defective 

feldng^OA(VN51Ar)43-l,Kov.2il»2y  -  -  - 
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include  internal  control  checks  for  proper  interest  charges.  With  regard  to 
the  penalty,  dod  commented  that  the  Office  of  General  Counsel  will  be 
requested  to  review  current  regulations  on  the  assessment  of  penalties  as 
a  basis  to  determine  if  additional  guidance  is  sqipropriate. 

dod’s  proposed  actions  are  ^qipropriate  initial  steps  that  could  lead  to 
more  effective  implementation  of  the  interest  and  penalty  features  of  the 
act 
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Documents  demonstrate  that  dod’s  settlement  of  defective  pricing  audits  is 
a  time-consuming  and  burdensome  process.  Although  settling  a  defective 
pricing  audit  within  1  year  is  generally  considered  timely,  we  found  the 
average  time  was  considerably  longer,  about  2-1/2  years,  with  many  taking 
as  much  as  4  years.  The  settlement  process — often  involving  several 
audits,  detailed  responses  by  contractors,  analyses  by  contracting  officers, 
legal  and  administrative  reviews,  and  negotiations  over  a  period  of 
months — is  administratively  burdensome  for  dod  as  well  as  contractors. 

Although  responsibility  and  oversight  are  well-defined,  the  contract  audit 
follow-up  system  is  inadequate  for  effective  administration  of  the 
settlement  process.  Overall,  the  information  reported  in  the  system 
contains  numerous  errors,  which  raise  questions  about  the  amount  of 
defective  pricing  being  pursued  as  well  as  the  amoimt  sustained.  Also, 
important  information  related  to  the  settlement  of  defective  pricing  audits 
such  as  amoimts  recovered  and  causes  for  nonsustention  are  not  regularly 
compiled  or  reported  in  the  contract  audit  follow-up  system. 


Many  Settlements  Are 
Not  Timely 


DOD  did  not  settle  defective  pricing  audits  in  a  timely  manner.  Previous  dod 
instructions  required  that  contract  audits  be  settled  within  1  year; 
however,  to  eliminate  an  arbitrary  time  limit,  the  current  instruction  does 
not  specify  a  settlement  time  period.  Currently,  dod’s  instructions  classify 
an  audit  report  as  “overaged”  if  it  has  not  been  settled  in  12  months  firom 
the  issue  date.  In  fiscal  year  1991,  about  50  percent  of  the  defective  pricing 
audits  were  settled  within  1  year  from  the  issue  date.  Figure  4.1  shows  that 
about  25  percent  of  the  audits  took  over  2  years  to  settle,  with  some  taking 
well  over  4  years. 
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Flgura  4.1:  Age  of  Dofaetivo  Pricing 
Audit  Roportg  Ciosod  During  Fiscai 
Year  1991 
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Furthennore,  the  time  period  for  settlements  is  tracked  fixtm  the  latest 
audit  report  on  the  defective  pricing.  Defective  pricing  settlements  may 
involve  several  supplemental  audits  to  review  contractors’  comments, 
proposed  offsets,  or  subcontracts  awarded  by  the  prime  contractor.  If  the 
time  required  for  settlement  is  tracked  from  the  initial  report  rather  than 
the  last  audit  report  issued  by  dcaa,  the  settlement  time  would  increase 
significantly.  Of  our  35  cases  selected  fix>m  the  follow-up  system,  17  had 
more  than  1  audit  For  example,  four  audit  reports  on  a  Navy  contract 
were  issued  over  a  2-year  period.  'The  initial  report  in  August  1987 
recommended  a  $3.4-million  price  adjustment.  After  dcaa  issued  an 
updated  report  in  February  1988,  the  contractor  formally  responded  in 
June  and  August  1988.  At  ^e  request  of  the  contracting  officer,  dcaa 
reviewed  the  contractor’s  comments  and,  in  a  January  1989  report, 
increased  the  recommended  price  adjustment  to  $4.5  million.  After  a 
further  request  by  the  contracting  ofQcer,  dcaa  issued  a  final  report  in 
September  1989,  reducing  the  price  adjustment  to  $3.7  million  based  on 
agreements  between  dcaa  and  the  contracting  officer. 
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The  lengthy  settlement  process  has  resulted  in  an  outstanding  balance  as 
of  March  31, 1993,  of  about  $1.8  billion  in  DCAA-recommended  price 
adjustments  for  defective  data  About  40  percent  of  this  amount  has  been 
outstanding  since  fiscal  year  1990,  with  some  cases  occurring  before  fiscal 
year  1986. 


Settlement  documentation  shows  that  contracting  activities  and 
contractors  encounter  administrative  burdens  throughout  the  settlement 
process.  The  government  has  the  burden  of  proof  in  establishing  every 
element  of  a  contract  price  reduction  for  defective  pricing,  dod  is 
responsible  for  documenting  what  cost  and  pricing  data  the  government 
negotiators  relied  on  during  price  negotiation,  discovering  defective  data 
in  the  contractor’s  records,  establishing  a  legal  case  for  the  settlement,  and 
supporting  the  amount  to  be  recovered.  In  resporvse,  contractors  must 
maintain  data  supporting  their  cost  and  prices,  develop  a  point-by-point 
rebuttal  to  dcaa’s  contract  audit  findings,  and  negotiate  a  final  settlement 
with  the  contracting  officer.  To  avoid  an  adverse  settlement  of  the  case, 
contractors  can  appeal  a  contracting  officer’s  decision  on  defective  pricing 
to  the  Armed  Services  Board  of  Contract  Appeals  or  United  States  Court 
of  Federal  Claims.  If  {q[)pealed  by  the  contractor,  final  resolution  will  be 
significantly  extended. 

The  following  case  indicates  the  process  that  can  be  involved  in  settling  a 
defective  pricing  audit  In  this  example,  dcaa,  in  an  audit  report  dated 
September  16, 1986,  identified  over  $37  million  of  defective  pricing  in  a 
1982  Army  procurement  of  combat  vehicles  for  $606  million,  dcaa  reported 
that  the  cost  and  pricing  data  were  defective  because  the  contractor  did 
not  disclose  the  latest  quotes  for  raw  material  and  an  updated  price 
proposal  with  a  major  subcontractor.  The  contractor,  in  a  January  1987 
response,  argued  that  the  quotes  for  raw  material,  although  available 
before  certification,  were  not  received  in  time  for  disclosure  to  the 
government  and  that  the  subcontractor’s  updated  price  proposal  was  not 
received  until  10  days  after  certification. 

DCAA,  at  the  requ^t  of  the  contracting  officer,  audited  the  contractor’s 
response  and  issued  a  superseding  report  on  April  29, 1988,  reducing  its 
recommended  price  adjustment  to  about  $36  million,  dcaa  adjusted  for 
errors  but  did  not  accept  the  contractor’s  arguments  on  the  two  nuqor 
issues.  In  fact,  dcaa  offered  more  evidence  to  support  its  case.  Using  this 
information,  the  contracting  officer  determined  that  the  contract  price  was 
defective,  but  believed  that  only  about  $11  million  could  be  recovered 
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from  the  contractor.  Tlie  contracting  officer  accepted  the  contractor’s 
argument  that  raw  material  prices,  received  8  days  prior  to  certification, 
could  not  be  made  available  to  the  government.  Also,  the  contracting 
officer  reduced  the  price  acyustment  to  about  $5  million  by  using  a 
different  baseline.  Extensive  negotiations  followed,  with  the  contracting 
officer,  DCAA,  and  contractor  persoimel  meeting  on  five  separate  occasions 
finm  October  1989  to  April  1990.  A  settlement  was  reached  in 
December  1990,  over  4  years  after  the  initial  audit  report,  when  the 
contracting  officer  accepted  the  contractor’s  offer  for  a  little  over 
$5  million. 

Even  cases  that  aftpear  relatively  simple  involve  audit,  review,  and 
response  burdens  and  can  take  years  to  settle.  For  exan^le,  settling  a 
$3. 1-million  overpricing  action  that  was  reported  by  the  contractor  took 
over  3-1/2  years  fiom  the  date  reported  by  the  contractor.  The  contractor’s 
internal  auditors  found  that  a  “bottoms  up  costing  report”  prepared  on 
August  28, 1984,  was  not  disclosed  to  govenunent  negotiators  prior  to  or 
during  the  negotiations.  On  February  11, 1988,  the  contractor  submitted 
the  internal  audit  report  with  a  recommended  price  a4justment  of 
$3.2  million  to  the  Air  Force  and  dcaa  for  consideratioa  dcaa  issued  its 
report,  which  recommended  a  $3. 1-million  price  a^justm^it,  on 
September  25, 1990;  however,  the  contracting  officer  did  not  make  the 
$3. 1-million  a4iustment  to  the  contract  until  July  26, 1991. 


The  data  in  dod’s  contract  audit  follow-up  management  system  on 
defective  pricing  settlements  are  unreliable  because  of  weak  internal 
controls.  Accordingly,  the  data  in  the  intern  contain  reporting  errors,  and 
these  errors  raise  questions  about  dod’s  reported  sustention  rate  for 
defective  pricing,  dod  has  initiated  some  corrective  actions,  but  it  will  be 
some  time  before  their  effectiveness  can  be  determined. 

We  found  numerous  reporting  errors  in  costs  questioned  and  amounts 
sustained  in  contract  audit  settlements  that  we  selected  from  the  follow-up 
system.  After  eliminating  identified  errors,  the  sustention  rate  for  our 
cases  was  29  percent,  significantly  below  the  40-percent  sustention  rate 
reported  for  the  same  cases  in  the  contract  audit  follow-vq>  system.  Table 
4.1  compares  the  sustention  rate  reported  in  the  follow-up  system  for  our 
selected  cases  with  the  amounts  we  documented. 
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1 SOI9  ^a  1  a  nMRV  1  in 

DOD  FoUowHip  System  Compared 

Dollars  in  millions;  rates  in  percent 

With  Ooeumonted  Amounts 

Data  from 

Coat  questioned 

Coat  sustained 

Sustention  rate 

Follow-up  system 

$111.9 

$44.8 

40 

Source  documents 

138.3 

40.0 

29 

The  difference  in  sustention  rates  was  caused  by  the  services  and  defense 
agencies  reporting  incorrect  data.  We  found  audits  that  were  reported 
closed  but  had  not  been  settled,  interest  charges  that  were  reported  as 
costs  sustained,  and  other  errors  of  significant  amounts.  Such  errors  raise 
questions  about  the  amount  of  defective  pricing  being  pursued  as  well  as 
the  amount  sustained  and  call  into  question  the  validity  of  statistics 
reported  to  the  Congress.  Since  our  selected  cases  are  not  a  statistical 
sample,  we  cannot  project  an  overall  sustention  rate  for  fiscal  year  1991. 

As  previously  discussed,  the  October  1990  dod  ig  report  foimd  similar 
problems  with  the  accuracy  of  data  being  reported  by  acquisition  activities 
in  the  follow-up  ^rstem.  In  its  evaluation  of  closed  contract  audit  reports 
in  the  follow-up  system  during  fiscal  years  1987  and  1988,  dod  ig  found 
that  more  than  half  of  the  amounts  reported  as  questioned  or  sustained 
costs  were  incorrect,  and  the  frequency  of  the  reporting  errors  made  the 
data  in  the  system  unreliable,  although  the  errors’  effect  on  sustention 
rates  was  minimaL  It  reported  that  the  cause  of  the  problem  was  a 
widespread  lack  of  internal  controls  at  the  contracting  and  contract 
administration  activities  to  ensure  accurate  reporting. 

DOD  IG  recommended  specific  corrective  actions  at  each  contracting 
activity  reviewed.  Overall,  dod  ig  recommended  that  activities  should 
(1)  ensure  that  personnel  responsible  for  reporting  data  are  trained  and 
know  the  system,  (2)  maintain  a  centralized  tracking  system,  preferably 
automated,  and  (3)  review  and  check  for  reporting  errors. 

a  Jane  1990  report  on  dcaa’s  compliance  with  contract  audit  follow-up 
p :  ’toy,  DOD  IG  noted  that  summary  sheets  and  control  logs,  which  are  used 
by  contracting  activities  and  other  dod  components  to  account  for  all 
defective  pricing  audit  reports,  were  not  always  correct.  'The  review  found 
that  about  20  percent  of  the  contract  audit  reports  were  incorrectly 
reported  to  contracting  or  contract  administration  activities  and  that  only 
80  percent  of  the  audits  were  reported.  This  resulted  in  the  control  logs 
being  inaccvirate  and  unreliable,  dcaa  did  not  report  47  percent  of  its 
contract  audits  in  the  control  logs,  and  12  percent  of  the  entries  in  the 
control  logs  were  incorrect 
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A  foUow-on  examination  by  dcaa  found  control  logs  were  inaccurate  and 
only  included  about  half  of  the  audit  reports  issued  during  the  period.  The 
follow-on  review,  which  was  completed  in  January  1991,  confirmed  that 
the  problems  noted  by  dod  ig  still  existed.  Several  recommendations  were 
proposed  and  actions  to  correct  deficiencies  initiated. 

We  were  told  by  dod  officials  that  the  contract  audit  follow-up  reporting 
system  and  dcaa’s  input  data  are  being  automated.  They  said  that  the 
project  is  expected  to  be  completed  in  December  1993  and  that 
automating  the  system  will  expedite  the  reconciliation  between 

DCAA-issued  reports  and  the  reports  outstanding  in  the  contract  audit 
follow-up  system.  However,  other  internal  control  problems,  such  as  data 
not  being  verified  by  acquisition  activities,  would  not  be  corrected,  dod 
officials  said  that  some  acquisition  activities  have  been  directed  to 
impro  v  e  their  review  proc^ures  to  eliminate  reporting  errors. 

Data  on  Contract 

Audit  Settlements 
Inadequate 

The  data  reported  in  dod’s  contract  audit  foUow-up  system  are  not  an 
effective  management  tool  for  administering  the  settlement  process.  The 
system  does  not  identify  the  amount  that  is  recovered  by  the  government, 
including  interest  and  penalfy  information  on  sustention  rates  that  is 
developed  from  the  system  is  of  limited  use  to  dod;  and  accountability  for 
low  sustention  rates  is  not  addressed. 

Amount  Recovered  Is  Not 
Identified 

The  cost  sustained  amounts  reported  by  dod  are  not  the  amounts  the 
government  recovers  through  contract  modifications  or  refunds.  Some  of 
the  contracts  audited  by  dcaa  for  defective  pricing  are  incentive  contracts 
in  which  the  government  and  the  contractor  share  cost  overruns  and 
underruns  from  a  “target  price.”  The  system  only  recognizes  the  effect 
defective  pricing  has  on  the  target  price.  It  does  not  recognize  the 
government’s  share  of  the  cost.  For  example,  in  one  of  our  selected  cases, 
DOD  reported  $5.2  million  as  the  amount  sustained,  but  the  reduction  to  the 
contract  was  only  $2.4  million. 

No  Provisions  for  Interest 
or  Penalty  Reporting 

'The  contract  audit  follow-up  policy  also  does  not  specify  how  interest 
charges  or  penalties  should  be  reported  in  the  system.  Interest  was  treated 
differently  in  the  follow-up  system  by  dod  acquisition  activities  in  our 
selected  cases.  In  one  case,  $93,064  in  interest  was  included  in  the  cost 
sustained  amoimt,  thereby  increasing  the  sustention  rate.  In  another  case, 
$365,850  in  interrat  was  not  reported  in  the  system.  Because  the  follow-up 
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system  does  not  specifically  report  data  on  interest  or  penalty  collection, 
activities  may  continue  to  report  this  information  in  an  inconsistent 
manner  and  reliable,  a^egate  data  on  interest  and  penalties  will  not  be 
available. 


The  sustention  rate  provides  very  little  information  on  the  settlement 
process  and  is  not  a  useful  performance  measure,  dod’s  reported 
sustention  rate  is  only  the  percentage  of  dcaa’s  recommended  price 
adjustment  sustained  for  the  reporting  period.  As  part  of  its  oversight 
responsibility  for  contract  audit  follow-up,  dod  ig  calculates  sustention 
rates  for  dod  and  contracting  activities.  For  the  period  ending  March  31, 
1991,  as  an  exan^le,  the  overall  sustention  rate  for  dod  was  44  percent, 
with  the  Air  Force  having  the  highest  rate  at  55  percent  and  the  Defense 
Logistic  Agency  having  the  lowest  rate  at  13  percent.  In  the  second  half  of 
fiscal  year  1991,  the  overall  sustention  rate  was  38  percent  The  Navy  was 
high  with  42  percent,  whUe  the  Army  was  low  with  26  percent  In  addition, 
DOD  IG  compares  the  rate  changes  between  reporting  periods  to  identify 
fluctuations.  Although  dod  does  not  have  a  sustention  rate  performance 
goal,  DOD  IG  may  ask  acquisition  activities  to  review  the  contract  audit 
follow-up  system  if  the  sustention  rate  declines  significantly. 

The  system  does  not  provide  data  on  the  percentage  of  (1)  questioned 
costs  firom  a  specific  year  that  are  sustained  in  each  succeeding  year  or 
(2)  audits  firom  a  specific  year  that  are  settled  in  each  succeeding  year. 
Mthout  such  data,  the  system  cannot  provide  meaningful  measures  of 
changes  that  are  occurring  within  the  settlement  process.  For  example,  the 
aggregate  sustention  rate  will  not  measure  the  effects  of  dcaa’s  increased 
emphasis  on  qualify  audit  reports  that  fully  siq)port  defective  pricing. 

Also,  the  system  does  not  identify  the  basis  for  the  settlement  or  its  impact 
on  sustention  rates.  We  found  settlements,  such  as  those  by  the 
Department  of  Justice  or  voluntary  contractor  disclosure,  increased  dod’s 
sustention  rate.  For  example,  four  of  the  settlements  we  selected  fi-om  the 
follow-up  system  were  settled  by  the  Department  of  Justice  under  false 
claims  statutes.  Ihese  statutes  have  remedies  and  penalties  more  severe 
than  those  under  the  Truth  in  Negotiations  Act  if  the  contractor  is  found 
guilty.  In  these  cases,  contractors  agreed  to  the  settlement,  but  only  if  the 
agreement  did  not  constitute  an  admission  of  guilt  The  Department  of 
Justice  was  able  to  sustain  more  of  the  recommended  price  adjustment 
and  in  one  case  recovered  an  amount  higher  than  the  recommended  price 
adjustment  In  that  case,  the  recommended  price  adjustment  by  dcaa  was 
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$4.3  million,  but  the  recovery  was  $7.6  million.  The  amount  reported  as 
cost  questioned  and  cost  sustained  in  the  follow-up  system  was 
$7.5  million,  a  100-percent  siistention  rate. 

Two  other  cases  that  we  reviewed  were  the  result  of  contractors 
voluntarily  disclosing  defective  pricing.  If  a  contractor,  because  of  an 
internal  audit  or  management  review,  reports  defective  pricing,  dcaa 
reviews  the  case  and  verifies  the  facts.  'Riis  type  of  review  was  reported  in 
the  follow-up  system  as  though  it  were  a  dcaa  defective  pricing  contract 
audit  and  a  usual  contracting  officer  settlement.  In  the  two  cases  that 
originated  firom  voluntary  disclosures,  sustention  was  much  higher  than 
dod’s  overall  rate. 


Accountability  Is  Not  Although  dod’s  policy  on  contract  audit  follow-up  establishes  specific 

Addressed  responsibilities,  accountability  is  not  addressed  in  the  system,  dod  policy 

requires  contracting  officers  and  acquisition  management  officials  to 
pursue  proper  settl^nent  of  recommended  price  adjustments.  It  even 
notes  that  performance  appraisals  of  appropriate  acquisition  officials 
should  reflect  their  effectiveness  in  settling  audit  findings  and 
recommendations  in  a  timely  manner,  while  fully  protecting  the 
government’s  interest  However,  the  follow-up  system  does  not  identify 
the  cause  for  not  sustaining  dcaa’s  recommended  price  adjustments.  While 
additional  data  collection  would  be  necessary  to  identify  causes,  dod 
would  be  better  able  to  determine  the  extent  that  low  sustention  rates 
results  firom  such  factors  as  poor  qualify  audit  reports,  inadequate 
government  evidence,  or  negotiating  actions  by  contracting  officers.  With 
this  information  being  reported  in  the  management  system,  dod  could 
respond  to  sustention  rate  changes  in  a  more  timely  m''nner  with  training, 
regulations,  or  internal  controls. 


Recommendation 


'The  contract  audit  follow-up  system  should  provide  the  information 
needed  to  support  an  effective  settlement  process.  The  system  could  be 
improved  by  (1)  collecting  such  data  as  interest  collected,  penalties 
assessed,  and  causes  for  not  sustaining  recommended  defective  pricing 
firom  audits;  (2)  adding  performance  measures;  and  (3)  establishing 
accountability.  Effective  utilization  of  the  deterrent  features  of  the  act 
requires  a  system  that  provides  accurate  as  well  as  comprehensive  data  for 
management  assessments  and  actions.  Therefore,  we  recommend  the 
Secretary  of  Defense  ensure  that  the  audit  follow-up  system  contains  the 
data  needed  for  oversight  and  management  of  the  settlement  process  and 
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that  ongoing  improvements  to  internal  controls  place  high  priority  on 
providing  con4)lete  and  accurate  data. 


Agency  Comments 
and  Our  Evaluation 


DOD  agreed  with  the  need  for  improvements  in  the  contract  audit  follow-up 
system,  but  not  with  some  of  our  specific  suggestioivs  for  inq)rovement 
Doo  agreed  that  the  ^tem  contains  too  many  errors.  It  noted  that  ongoing 
improvements  to  internal  controls  place  a  high  priority  on  providing 
complete  and  accurate  data  and  that  the  military  services  and  dcaa  are 
devoting  more  attention  to  data  verification,  dod  commoited  that  it  would 
continue  to  review  the  accuracy  and  con4)leteness  of  data  in  the  audit 
follow-up  system  and  make  whatever  changes  are  necessary  to  ensure 
data  integrity. 

DOD  stated  that  the  contract  audit  follow-up  system  met  the  requirements 
of  the  OfiBce  of  Management  and  Budget  Circular  A-50  and  its  own 
implementing  instruction  and  did  not  agree  that  the  aystem  is  inadequate 
for  administering  settlements  of  defective  pricing  audits.  However,  dod 
agreed  to  review  the  system  to  determine  if  there  is  apractical  and 
economical  way  to  compile  and  report  on  interest  and  penalties  collected 
for  defective  pricing  settlements,  dod  commented  that  the  other  data, 
which  we  suggested  woidd  improve  oversi^t,  management,  and 
accountability*  would  not  add  any  value,  but  would  impose  additional 
administrative  complexities. 

dod’s  actions  to  ensure  data  integrity  in  the  follow-up  system  and  to 
explore,  including  interest  and  penalties  collected  in  the  system,  respond 
to  our  recommendation.  We  continue  to  believe  that  other  data  and  system 
changes  could  pro'-lde  more  effective  management  of  the  settlement 
process  without  inq>osing  excessive  administrative  burdens.  For  exanq)le, 
DOD  agrees  that  gross  sustention  rates  are  not  very  meaningful.  Our 
suggestion  for  refinements  in  the  reporting  of  the  sustention  rate,  which 
would  provide  improved  measmes  of  change  within  the  settlement 
process,  would  essentially  involve  only  additional  analysis  of  available 
data,  not  the  collection  of  additional  data. 
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OFFICE  OF  THE  UNDER  SECRETARY  OF  DEFENSE 
WAaMNOTON.  oc  toaoi-aooo 


SEP  0  3  1993 

DP/CPF 


Mr.  Frank  C.  Conahan 
Assistant  Coaptroller  General 
National  Security  and  International 
Affairs  Division 
U.S.  General  Accounting  Office 
Mashington*  DC  20548 

Dear  Mr.  Conahan: 

This  is  the  Departaent  of  Defense.  (DoD)  response  to  the  General 
Accounting  Office  (GAO)  draft  report  entitled— -COHTRACT  PRICING: 
DoO's  Ose  of  the  Truth  in  Negotiations  Act  Deterrmts  Could  Be 
Increased,"  dated  July  16,  1993  (GAO  Code  396303/OSD  Case  9371) .  The 
D^parteent  generally  concurs  with  the  report. 

Since  1987,  the  DoO  has  eade  substantial  efforts  to  reduce  the 
incidence  of  defective  pricing  in  its  contracts.  Based  on 
reconoendations  made  by  the  GAO,  the  Department  required  contractors 
to  have  estimating  systems  that  consistently  produce  well-svpported 
and  documented  proposals,  published  a  list  of  the  characteristics  of 
an  adequate  estimating  system,  and  required  that  estimatir.g  systesu 
be  reviewed  periodically.  The  Defense  Conti  act  Audit  Agency 
significantly  increased  the  audit  resources  devoted  to  defective 
pricing  and  estimating  system  reviews.  Tlie  DoD  initiated  the 
Contractor  Risk  Assessment  (Aiide  program  to  encourage  contractors  to 
develop  and  implemwtt  better  internal  control  systems  for  hl^  risk 
areas,  such  as  estimating  systems,  and  many  contractors  are 
participating  in  the  program.  Additionally,  in  response  to  numerous 
reports  issued  during  the  last  five  years  by  the  GAO  and  the  DoD 
Inspector  General,  many  other  actions  have  been  taken  to  improve 
estimating  systems  and  reduce  defective  pricing. 

The  cited  DoD  actions  have  had  a  positive  effect.  The  most 
recent  statistics  r^orted  by  the  GM>  indicate  there  has  been  a 
dramatic  reduction  in  defective  pricing.  From  Fiscal  Year  1990  to 
Fiscal  Year  1992,  the  amount  of  defective  pricing  found  by  the 
Defense  Contract  Audit  Agency  dropped  84  percent,  from  $922  million 
to  $148  million.  Nhile  the  DoD  is  pleased  with  those  results,  the 
Department  agrees  with  the  GAO  reconmmndat ions  that  additional 
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actions  naad  to  ba  taken  to  ensure  compliance  with  the  interest  and 
penalty  provlsl<»s  of  the  Truth  in  Negotiations  Act,  and  to  ensure 
the  contract  audit  followup  systen  contains  accurate  and  coeplete 
data  that  seats  the  needs  of  nanageeent. 

The  detailed  DoO  cosnants  on  the  report  findings  and 
areccBnendatlons  are  provided  in  the  enclosure.  The  D^artaent 
appreciates  the  opportunity  to  cooaent  on  the  draft  xaport. 


Eleanor  R.  Spector 
Director,  Defense  Procuresent 

Enclosure 
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Now  on  p.  2  and  pp.  8-9. 


ano  Muun  moKr— ohSB>  jmx  i6,  1993 
(OhO  OQOB  39<303)  OCD  CAB  9371 

"ocmaacr  pizczhs:  doo's  ob  or  n  taim  zr  noonATZcn  act 

DatBBNZS  OOOIO  B  irCBASB" 


niDZMBS 


fBBXBLA:  Tha  Tenth  fin  nnt  fiannTiii 

nrtaingr.  The  GAO  Observed  that  the  Truth  In  Negotiations  Act 
(10  U.S.  Code  2306a)  mandates  that — in  the  absence  of  adequate  price 
competition — prime  contractors  and  subcontractors  must  provide  cost  or 
pricing  data  idien  negotiating  for  contracts.  The  GAO  further  observed 
that  contractors  and  subcontractors  are  required  to  certify  that  the 
cost  or  pricing  data  provided  is  accurate,  current,  and  complete  at  the 
time  of  price  agreoaent  with  the  Government.  The  GAO  pointed  out  that, 
if  the  data  are  found  to  be  defective,  the  Government  can  reduce  the 
contract  price. 

Although  the  Act  has  been  instrumental  in  providing  data  needed  to 
negotiate  contracts,  the  GAO  found  defective  pricing  continued  to  be  a 
persistent  problem  that  adds  hundreds  of  millions  of  dollars  to  contract 
prices  each  year.  The  (3^  pointed  out  that,  until  1985,  recovery  of 
defective  pricing  was  the  only  deterrent  feature  of  the  Act.  The  GAO 
observed,  however,  that  in  response  to  reports  of  contractor  abuses,  the 
Congress  added  a  penalty  equal  to  the  amount  of  overpayment — if  the 
contractor  knew  the  data  was  defective;  and  an  interest  charge  on  the 
amount  overpaid  from  the  date  of  overpayment  to  repayment.  The  GAO 
e;q>lained  that  oversight,  management,  and  settlement  of  defective 
pricing  responsibilities  are  shared  within  the  D?D  among  the  Defense 
Contract  Audit  Agency,  the  DoD  acquisition  and  contract  administration 
activities,  and  the  DoD  Inspector  General,  (pp.  2-3,  pp.  9-11/GAO 
Draft  Report) 


non  —menmai;  Concur. 


nmms  b:  ogntnst 


The  GAO  reported  that 


the  DoD  management  tool  for  tracking  and  reporting  on  contract  audit 
settlements  is  the  audit  followup  system.  The  GAO  observed  that  the 
followup  system  trac]cs  Individual  defective  pricing  audit  reports  by  the 
Defense  Contract  Audit  Agency  report  number.  The  GAO  explained  that  the 
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ow  on  pp.  9-10. 


owon  pp.  12-13. 


sustention  rate  for  defective  pricing  audits  is  calculated  fron 
infoxnation  in  the  followup  system  and  is  used  in  the  managenent  and 
oversi^it  of  the  settlement  process.  The  GAO  found  that,  in  addition  to 
the  contract  audit  followup  system,  the  Defense  Contract  Audit  Agency 
maintains  an  automated  field  office  manageawnt  information  system  for 
assignment  management  purposes.  The  GAO  noted  that  the  inforaiation  is 
also  inclixled  in  the  DoD  Inspector  General  Semianntjal  Report  to  the 
Congress,  (pp.  11-12/GAO  Draft  Report) 

POD  usaata  :  Concur . 


raanw  C;  xAmUfled  Pefeorlwa  Pirteliwt  Mofc  ana«-«4,M^  The  GAO 

reported  that,  for  the  OoO  audits  settled  in  FY  1991,  about  41  percent 
of  the  $227  million  in  price  adjustments  was  sustain^.  The  GAO 
observed  that  the  sustention  rate  had  declined  since  FY  1988.  Ths  GAO 
found  that,  in  1992,  actions  co  improve  the  audits  were  implemented  and 
some  contracting  activities  initiated  efforts  to  raise  sustention  rates. 
The  GAO  found  that  in  the  first  half  of  FY  1993,  the  sustention  rate 
increased  to  S8  percent.  The  GAO  indicated  the  DoD  had  not  determined 
whether  that  increase  is  attributable  to  the  specific  1992  actions  or 
is,  in  fact,  an  indicator  of  a  longer  term  change  in  sustention  rates. 
Concerning  one  specific  action,  the  GAO  found  that,  out  of  1,000  reports 
reviewed  by  Defense  Contract  Audit  AgeiKsy  audit  offices,  reduced  price 
adjustsients  were  recommended  in  146  reports  for  a  total  of  $169  million. 
The  GAO  concluded  that  such  reductions  would  result  in  higher  sustention 
rates  as  the  reports  sre  settled,  (pp.  15-16/GAO  Draft  Report) 

BgBjgyCSmi,  Partially  concur.  Considering  gross  level  sustention 
rates  alone  is  not  very  meaningful  of  itself.  The  DoD  examines 
individual  actions  to  determine  whether  the  amount  of  defective  pricing 
sustained  by  contracting  officers  is  reasonable.  That  is  idiy  the  Office 
of  the  DoD  Inspector  General  regularly  reviews  sustention  rates  for 
individual  buying  commands  and,  examines  individual  actions  with  low 
sustention  rates.  The  Inspector  (General's  findings  form  the  iMisis  of 
recommendations  for  corrective  actions  made  to  local  management,  to 
Military  Departawnt  management  if  necessary,  and  ultimately  to  the 
Office  of  the  Secretary  of  Defense,  if  the  DoD  Inspector  General  is  not 
satisfied  with  the  results. 

Recent  programs  initiated  by  the  Military  Services  to  establish 
dedicated  settlement  activities  and  increase  managonent  attention  to 
IndivlOtual  actions  where  sustention  rates  are  less  than  50  percent 
should  inprove  sustention  rates.  Additionally,  st^s  talcen  by  the 
Defense  Contract  Audit  Agency  to  improve  conmmicatlons  with  contractii^g 
officers  and  contractors,  and  to  increase  fact  finding  before  issuing 
audit  reports,  should  result  in  better  documented  defective  pricing 
recommendations  and  contribute  to  higher  sustention  rates. 
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The  GAO  noted  that  the  Defense  Contract  Audit  Agency  took  oite  specific 
action  to  revisit  unsettled  defective  pricing  reports  in  1992.  That 
effort  was  one  of  many  actions  that  the  Agency  has  taken  during  the  past 
three  years.  For  exanple,  in  1990  and  1992,  top  management  from  the 
Defense  Contract  Audit  Agency  visited  major  buying  connands  to  identify 
causes  for  low  sustention  rates  and  to  address  the  concerns  of 
contracting  officers.  Acquisition  officials  and  contracting  officers 
offered  some  good  suggestions  on  how  the  Defense  Contract  Audit  Agency 
could  Improve  its  services  and  the  Agency  has  taken  steps  to  address 
their  concerns. 


rannw  D:  Ttiiwww.lusiwa  mrtdatt^a.  and  T.«rtr 

Immr  giietentlaii  Hate.  The  GAO  found  that,  of  the  67  audit  report 
settlements  it  reviewed,  29  were  closed  (1)  with  no  amount  sustained — or 
(2)  the  amount  was  reduced  because  the  contracting  officer  detersiined 
that  the  Defense  Contract  Audit  Agency  audit  report  was  in  error  or  the 
facta  did  not  conclusively  stgsport  the  recommended  price  adjustatent. 

The  GAO  further  found  that  audit  reports  were  also  dismissed  because 
contracting  officers  did  not  rely  on  the  defective  data  during  contract 
negotiations.  The  GAO  concluded  that  recommended  price  adjustments  were 
often  not  sustained.  <|«>.  16-18/GAO  Draft  Report) 

nnn  emgpnmBe<  partially  concur.  The  GAO  noted  that,  based  on  its  own 
reviews  of  audit  reports  and  contracting  officer  determinations,  the 
Defense  Contract  Audit  Agency  determined  deficiencies  in  its  reports 
have  contributed  to  low  sustention  rates.  fOiile  the  review  by  the 
Defense  Contract  Audit  Agency  identified  some  cases  where  postaward 
audit  reports  did  not  adequately  explain  the  criteria  used  for 
establishing  defective  pricing,  the  primary  finding  was  that  price 
negotiation  memoranda  often  did  not  include  all  the  Information  needed 
to  perform  a  defective  pricing  review.  The  Defense  Contract  Audit 
Agency,  therefore.  Instructed  its  auditors  to  obtain  input  directly  from 
the  contracting  officer  and  the  contractor  prior  to  Issuing  an  audit 
report,  rather  than  relying  solely  on  information  provided  in  price 
negotiation  memoranda.  Because  of  the  nature  of  the  prc^lem,  the 
Defense  Contract  Audit  Agency  also  revisited  all  unsettled  r^>orts  to 
coordinate  with  contracting  officers  and  contractors  to  ensiure  the 
reports  considered  all  available  facts. 


rncniB  «;  T.awer  Susteiitig«  The 

GAO  identified  several  contracting  officer  determinations  that  appeared 
inappropriate  because  the  Defense  contract  Audit  Agency  recommended 
price  adjustments  were  reduced  or  eliminated  without  eui  apparent  valid 
basis.  The  GAO  noted  that,  in  one  case,  the  contractor  proposed  to  buy 
equlpeient  at  an  estimated  cost  of  $2.5  million,  but  had,  instead, 
developed  a  $1.3  million  estimate  to  make  the  item  in-^ouse.  The  GAO 
found  that  the  contracting  officer  dismissed  the  price  adjustment 
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bacauso  the  audit  did  not  provide  evidence  to  support  that  the 
contractor,  at  the  time  of  the  price  agreement,  had  decided  to  make, 
rather  than  buy  the  equipment.  The  GAO  concluded  that  the  determination 
was  queationable,  because  the  Act  requires  contractors  to  disclose  all 
cost  and  pricing  data  that  would  reasonably  be  eiq>ected  to  significantly 
affect  price  negotiations.  The  GAO  further  concluded  that  the 
difference  in  the  two  estimates  is  significant  and  disclostire  of  the 
estimate  to  make  the  item  in-house  could  have  influenced  the  negotiation 
and  the  price,  (pp.  19-20/GAO  Draft  Resort) 

Nowon  pp.  14-15. 

fiOBjmflm:  Concur.  Based  on  the  facts  presented  in  the  GAO  r^>ort, 
the  determinations  made  by  the  Air  Force  may  be  inappropriate.  Hotiever, 
defective  pricing  cases  are  often  complex  and  involve  significant  legal 
issues.  The  Information  presented  by  the  GAO  is  not  sufficient  for  the 
DoD  to  determine  the  appropriateness  of  the  determinations. 


raPniB  W:  ■eqgfclar-"  lUftl— Pf  Al«o  l<ower  Kate.  The  GAO  concluded 
that  another  reason  contributing  to  the  low  sustention  rate  was  that 
contracting  officers  negotiated  with  contractors  to  reach  what  they 
believed  were  fair  and  reasonable  settlements.  The  GAO  found  that,  in 
the  cases  It  reviewed  where  the  Government  recovered  defective  pricing, 
contracting  officers  usually  negotiated  settlements  that  were  lower  than 
the  Defense  Contract  Audit  Agency  recommended  price  adjustment.  And 
even  though  the  Government  is  entitled  to  a  price  adjustment  for  the 
full  amount  of  the  pricing  defect,  as  determined  by  the  contracting 
officer,  the  GAO  further  found  that,  in  some  cases,  contracting  officers 
negotiated  for  a  lesser  adjustment  to  avoid  possible  litigation. 

(pp.  20-21/GAO  Draft  Report.) 

Now  on  pp.  15-17.  _ 

am  wmewwiBm.  Partially  concur.  Defective  pricing  audits  with 
recommended  price  adjustments  are  only  advisory.  The  Office  of  the  DoD 
Inspector  General  in  its  October  1990  Report  on  Nonsustention  of 
Questioned  Costs  (Report  No.  AFU-91-1)  stated  that  contracting  officer 
resolution  and  disposition  actions  were  generally  reasonable.  The 
report  pointed  out  that  there  are  many  reasons  for  non-recovery  of 
auditor  recommended  price  adjustments.  For  example,  legal  counsel  may 
have  advised  that  the  litigation  risk  involved  in  taking  the  case  to  a 
full  hearing  was  such  that  a  negotiated  settlement  would  be  in  the  best 
interest  of  the  Government.  The  experience  of  the  Air  Force  Hateriel 
Command  has  been  that  sustention  rates  for  litigated  cases  are 
significantly  lower  than  those  settled  by  negotiation.  Accordingly, 
contracting  officers,  with  the  assistance  of  legal  counsel,  must  weigh 
the  risks  and  benefits  of  litigation  to  determine  tdiether  or  not  a 
negotiated  settlement  is  in  the  best  interest  of  the  Government. 
Additionally,  defective  pricing  cases  are  often  complex  with  many  "gray” 
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Now  on  pp.  17-18. 


Now  on  pp.  19-20. 


areas  that  require  the  use  of  judgment,  and  contracting  officers 
must  have  sufficient  latitude  to  make  prudent  business  decisions  In 
those  cases. 


roPIMfl  Qi  Cnnses  for  ♦•***  °«° 

flaSABlli.  The  GAO  acknowledged  that  the  causes  It  had  Identified  for  the 
Defense  Contract  Audit  Agency  recommended  price  adjustatents  not  being 
sustained  were  similar  to  those  Identified  by  the  Office  of  the  DoO 
Inspector  General  in  the  October  1990  Report  on  Nonsustention  of 
Questioned  Costs  (Report  No.  AFU-91-1) .  The  GAO  pointed  out,  however, 
that  even  though  the  OoD  Inspector  General  concluded  the  amounts  were 
reasonable.  It  did  not  mean  the  rate  could  not  be  improved  upon— -as  the 
OoO  Inspector  General  recommended,  (pp.  22-23/GAO  Draft  Report) 

DOO  MSPOBSl;  Partially  concur.  The  manner  in  which  the  GAO 
characterized  the  causes  for  nonsustention  creates  the  Impression  that 
the  number  one  cause  was  that  audit  reports  contained  inaccurate  or 
outdated  Information.  That  interpretation  is  Incorrect,  since  the 
October  1990  report  found  that  to  be  the  cause  for  only  10  percent  of 
the  reports  and  other  causes  were  found  more  frequently. 

The  Air  Force  reviews  defective  pricing  cases  where  sustention  rates  are 
less  than  SO  percent  of  costs  questioned  or  idtere  the  amount  of 
difference  between  costs  questioned  and  sustained  Is  greater  than 
$1  million.  Through  that  process,  the  Air  Force  can  identify  potential 
problem  areas  that  may  require  correction  thrcugh  additional  training  or 
policy  guidance. 

fOBSSJI:  mfmmmrne  mea  WMlI-if 

nrtmnmMM  The  GAO  observed  that,  prior  to  the  Congress  adding  Interest 
and  penalty  provisions  to  the  original  legislation  of  the  Truth  in 
Negotiations  Act,  contractors  had  little  incentive  to  (1)  submit 
accurate,  complete,  and  current  data  and/or  (2)  e9q>edite  settlement. 

The  GAO  also  pointed  out  that  no  penalty  had  existed  for  overpricing, 
and  interest  accrued  only  if  the  overpayment  was  not  paid  within  30  days 
from  a  (sovemment  request  for  payment.  The  GAO  concluded  that,  under 
the  original  legislation,  contractors  who  received  overpayments  because 
of  defective  data  had  long  term  use  of  Government  funds  and  paid  no 
interest,  (pp.  24-25/GAO  Draft  Report) 

OQBjgUEflBai:  Concur. 


rnmniB  i:  lyn  pirmpfe  interest  Not  Celleeted.  The  GAO  concluded 
that  the  DoD  could  recover  more  interest  on  overpayments.  The  GAO 
found,  however,  that  the  DoD  guidance  does  not  provide  for  collection  of 
the  maximum  interest — and  contracting  officers,  acting  without  specific 
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autlwrityi  hava  not  charged  part  or  all  the  intereat  due  on 
overpayeenta.  The  GRO  further  found  that  the  DoO  regulationa  alao 
provide  no  guidance  on  aaaeaalng  the  penalty  and  could  not  find  any 
Inatance  idiere  the  penalty  had  actually  bean  aaaeaaed.  The  GRO  further 
concluded,  therefore,  that  when  a  contract  la  defectively  priced  and  the 
DoO  doea  not  effectively  uae  the  provlalona  of  the  Act,  the  deterrent 
affect  la  dlnlnlahed. 

In  addition,  the  GRP  found  that  OoD  regulatlona  do  not  provide  for  the 
full  collection  of  Interest  and  prohibit  Interest  recovery  for  anounts 
paid  for  contract  financing.  The  GAO  did  agree  that,  In  some  instances, 
adding  Interest  to  an  overpayment  occurring  in  progress  payments  mlgtit 
not  be  significant  and  could  be  an  administrative  burden.  The  GRO 
asserted,  however,  that  In  other  cases  Interest  on  overpayments 
occurring  in  progress  payments  could  be  significant  and  interest 
determinations  might  not  be  a  costly  adbdnlstratlve  burden.  The  GRO 
also  aophasized  that  there  Is  significant  defecting  pricing  In 
subcontracts,  (pp.  25-'29/GM  Draft  Report) 

OHUmon:  concur.  The  Department  concurs  that  there  may  be 
Instances  where  the  OoD  could  collect  more  Interest  and  that  the  DoD 
regulations  do  not  include  collecting  Interest  on  progress  payments, 
federal  Acquisition  Regulation  15.604-7 (b) (7) (11) (B)  states  that 
Interest  shall  be  calculated  from  the  date  payment  was  made  for  the 
related  coepleted  and  accepted  contract  Items.  Overpayment  generally 
occurs  only  when  payment  Is  made  for  supplies  or  services  accepted  by 
the  Government,  l.e.,  when  profit  or  fee  Is  paid.  Thus,  progress 
payments  typically  would  not  )3e  affected  by  overpricing  due  to  defective 
cost  or  pricing  data. 


QHigBjZ:  — wa  mwe  mwn  Bmma  The  GAO  found  no 
evidence  that  the  penalty  provision  In  the  Truth  in  Negotiation  Act  has 
been  used  l^y  contracting  officers.  The  GRO  also  found  that  the  penalty 
under  the  Act  Is  not  beli^  used,  apparently  because  contracting  offloears 
view  a  penalty  for  a  knowing  sulnlsslon  of  defective  data  as  civil  or 
criminal  fraud— i*ich  is  to  be  pursued  loy  the  Department  of  justice. 

The  GRO  e^^lained  that  under  the  False  Claims  Act,  any  person  who 
)cnowlngly  presents  false  information  to  the  Government  for  paymuit  or 
approval  Is  liable  for  an  administrative  penalty  and  three  times  the 
amount  of  the  damage.  The  GRO  noted  that  the  Department  of  Justice 
resolved  five  of  the  defective  pricing  cases  reviewed  by  the  GRO  after 
Initiating  actl<Hi  under  the  False  Claims  Act.  In  summary,  the  GRO 
concluded,  therefore,  that  (1)  the  need  for  a  deterrent  still  remains, 
(2)  the  rls)t  of  defective  pricing  still  exists,  and  (3)  the  contractors 
still  do  not  cosply  with  the  Act. 

The  GRO  Indicated  that,  for  FY  1992,  the  Defense  Contract  Audit  Agency 
assessed  defective  pricing  risk  iMsed  on  four  factors — (1)  estlMtlng 
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Now  on  p.  4  and  pp. 
26-29. 


system  dsflclencleSf  (2)  accountixtg  system  deficiencies,  (3)  incidence 
of  defective  pricing,  and  (4)  amount  of  recommended  price  adjustments. 
The  GhO  concluded  that  defective  pricing  involving  billions  of  dollars 
has  been  a  persistent  problem  with  a  few  contractors  not  cooiplylng  with 
the  Act.  The  GAO  explained  that,  for  FT  1987  through  FT  1991, 

118  contractors  accounted  for  86  percent  of  the  defective  pricing 
reported  by  the  Defense  Contract  Audit  Agency,  (p.  4,  pp.  29-31/GAO 
Draft  Report) 

MP  KMftlM*  Partially  concur.  The  Federal  Acquisition  Regulation 
includes  a  discussion  of  the  Government  entitlement  to  penalties  and  a 
clause  that  provides  for  assessment  of  a  penalty  equal  to  the  amount  of 
the  overpayment,  if  the  contractor  or  subcontractor  ]cnowingly  submitted 
Incomplete,  inaccurate,  or  noncurrent  cost  or  pricing  data.  However,  if 
the  contracting  officer  or  auditor  believes  a  contractor  )cnowlngly 
submitted  defective  cost  or  pricing  data,  the  regulations  specify  that 
the  contracting  officer  shall  obtain  the  advice  of  counsel  before  taJcing 
any  contractual  actions  concerning  penalties.  If  counsel  agrees,  the 
case  la  usually  referred  to  the  Defense  Criminal  Investigative  Service 
as  false  claims/ false  statements. 


ftBdmSM*  The  GAO  reported  that,  although  the  DoD  regulations  state 
that  audits  should  be  settled  in  a  timely  manner,  only  half  of  the 
audits  closed  in  FY  1991  were  settled  within  one  year  of  the  audit 
report  date.  The  GAO  pointed  out  that  many  of  the  other  settlements 
took  from  two  to  four  years — with  some  ta)cing  longer.  The  GkO  noted 
that  because  settlements  often  require  several  r^orts,  the  period  is 
significantly  increased  if  measured  from  the  first  audit  report. 

In  addition,  the  GAO  found  the  settlement  documents  show  that 
contracting  activities  and  contractors  encounter  adeinistrative  burdens 
throu^wut  the  settlement  process.  The  GAO  noted  that  in  the  selected 
cases  it  reviewed,  most  of  the  settlements  Involved  several  audits  and 
responses  by  contractors— as  well  as  meetings  to  resolve  issues  and 
reach  agreements,  (p.  5,  pp.  35-37 /GAO  Draft  Report) 

twift  eweeomee.  Conctir.  Some  settlements  can  become  extended  because  of 
the  ackiinistratlve  and  judicial  processes  available  to  contractors.  As 
the  GAO  noted  in  its  report,  "Even  cases  that  appear  relatively  simple 
involve  audit,  review,  and  response  burdens  and  can  take  years  to 
settle."  It  should  also  be  recognised,  however,  that  during  1991, 

52  percent  of  defective  pricing  audits  were  settled  within  one  year  from 
issue  date. 


The  GAO  concluded  that  reporting  errors  caused  by  weak  internal  cmtrols 
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hnvn  made  the  data  in  the  system  unreliable  and  raise  questions  about 
the  DoO  reported  sustention  rate  for  defective  pricing.  The  GhO  noted 
that  the  DoO  had  initiated  some  corrective  actions«  but  concluded  it 
will  be  soaw  time  before  the  effectiveness  of  those  actions  can  be 
determined.  The  GAO  also  pointed  out  that  managament  data — such  as  the 
amount  recovered  froai  a  contractor,  interest  charged,  penalty  asseased, 
or  cause  for  nonsustention — ^are  not  collected  in  the  system. 

The  GAO  found  numerous  r^ortlng  errors  in  costs  questioned  rnd  amounts 
sustained  in  contract  audit  settlements  that  mare  selected  for  review 
from  the  followup  systma.  The  GAO  calculated  that,  after  eliminating 
identified  errors,  the  sxistention  rate  for  the  reviewed  cases  was 
29  percent— tAlch  was  significantly  below  the  40  percent  sustention  rate 
reported  for  the  same  cases  in  the  contract  audit  followup  system.  The 
GAO  further  concluded  that  the  difference  in  the  suetention  rates  was 
caused  by  the  Military  Services  and  the  Defense  Agencies  r^orting 
Incorrect  data.  The  GAO  found  audits  that  were  reported  closed,  but  had 
not  been  settled,  interest  charges  reported  as  costs  sustained,  and 
other  errors  of  significant  amounts. 

The  GAO  pointed  out  the  DoD  Inspector  General  had  also  reported  that  the 
contract  audit  followup  system  lacked  internal  controls  needed  to  ensure 
accurate  reporting.  The  GAO  e]q>lalned  that  the  Contract  Audit  Followup 
r^rting  system  and  the  Defense  Contract  Audit  Agency  input  data  are 
being  automated,  with  the  project  expected  to  be  coiqpleted  by  December 
1993.  The  GAO  concluded,  however,  that  other  internal  control 
problems — such  as  data  not  being  verified  by  acquisition  activities — 
would  not  be  corrected  by  the  automation.  The  GAO  was  advised  that  at 
least  some  acquisition  activities  have  been  directed  to  iaprove  review 
procedures  to  eliminate  reporting  errors,  (p.  6,  pp.  37-39/GAO 
Draft  Report) 


JigOJISSBOl:  Concur.  The  Oepartsient  agrees  there  are  too  many  errors 
in  the  Contract  Audit  Followx^  reporting  system.  Both  the  Military 
Services  and  the  Defense  Contract  Audit  Agency  are  making  reflnenmts  to 
their  automated  systots  and  devoting  more  attention  to  verification  of 
data  to  Increase  accuracy.  Additionally,  the  Office  of  the  DoD 
Inspector  General  regularly  analyzes  contract  audit  followi;^  resort 
data,  conducts  regular  contract  audit  followup  reviews  at  the 
contracting  activity  to  verify  the  accuracy  of  r^rting,  and  provides 
information  to  management  on  corrections  needed. 


concluded  that  the  data  reported  in  the  DoD  contract  audit  followiq> 
aystem  is  not  an  effective  managesient  tool  for  administering  the 
settlement  process  for  the  following  reasons: 
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»■*—»»»  liwf;  — X))e  GhO  found  that  the  cost 

sustained  aantuita  reported  by  the  DoD  are  not  the  anounts  the 
Govexnaent  recovers  through  contract  modifications  or  refunds. 

The  GKO  noted  that  the  systen  only  recognizes  the  effect  defective 
pricing  has  on  the  target  price — it  does  not  recognize  the 
Govermsent  share  of  the  cost. 


Mo  Preelsio"*  ?r  n«a,w»«— -Th«  gao  found  that 

the  contract  audit  followup  policy  does  not  specify  how  Interest 
charges  or  penalties  should  be  reported  in  the  systee.  The  GKO 
concluded  that  activities  may  continue  to  report  the  information  in 
an  inconsistent  manner  and,  therefore,  reliable,  aggregate  data  on 
interest  and  penalties  will  not  be  available. 


ewf  rnmtM  n*  ]Tn  GKO  also  concluded  that  the 

sxistention  rate  provides  very  little  information  on  the  settlasmnt 
process  and  is  not  a  useful  performance  measure.  The  GKO  reported 
that  the  DoD  Inspector  General  compares  the  rate  changes  between 
reporting  periods  to  identify  fluctuations.  The  GKO  further 
reported  that,  although  the  DoO  does  not  have  a  sustention  rate 
performance  goal,  the  DoD  Inspector  General  may  ask  acquisition 
activities  to  review  the  contract  audit  followup  system  if  the 
sustention  rate  declines  significantly.  The  GKO  concluded, 
however,  that  without  data  on  the  peremtage  of  questioned  costs 
from  a  specific  year,  which  are  sustained  in  each  succeeding 
year — or  audits  from  a  specific  year  that  are  settled  in  each 
succeeding  year,  the  system  cannot  provide  meaningful  amasures  of 
changes  that  are  occurring  within  the  settlement  process. 

a,v^H«w«Kmhy  Tm  zAtr— — ,4— Th«  GKO  concluded  that,  althou^ 

the  DoD  policy  on  contract  audit  followup  establishes  specific 
responsibilities,  accountability  is  not  addressed  in  the  system. 

The  GKO  further  concluded  that,  if  tbs  followup  system  identified 
the  cause  for  not  sustaining  the  Defense  Contract  Kudlt  Agency 
recommended  price  adjustments,  the  DoD  would  be  better  able  to 
determine  the  extwit  that  low  sustentim  rates  result  from  factors 
such  as  (1)  poor  quality  audit  reports,  (2)  inadequate  Government 
evidence,  or  (3)  negotiating  actions  by  contracting  officers.  In 
summary,  the  GKO  concluded  that,  if  such  informatim  were  in  the 
Buuiagement  system,  the  DoD  could  re^wnd  to  sustention  rate  changes 
in  a  mois  timely  manner  with  training,  regulations,  or  internal 
controls,  (p.  6,  pp.  40-43/GKO  Draft  Report) 

OflBJBBfllB:  Nonconcur.  The  D^artmsnt  does  not  agree  the  DOD 
contract  audit  followup  management  systen  is  inadequate  for 
administering  settlements  of  defective  pricing  audits.  Office  of 
Management  and  Budget  Circular  A-50,  "Audit  Followi^,"  dated 
September  29,  1982,  as  Inplemented  in  the  DoO  Directive  7640.2,  "Policy 
for  Followup  on  Contract  Audit  Reports,"  defines  management  officials' 


( 
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xeaponnibilltlea  relating  to  post  award  contract  audit  findings  and 
recomaendatlons  and  requires  systems  that  provide  records  of  action 
taken  on  both  monetary  and  nonmonetary  findings  and  reconnendations . 

The  Circular  A-50  policy  «gpplies  to  all  types  of  post  award  audits,  not 
just  defective  pricing,  and  does  not  require  the  break  out  of  the 
Govemamnt  share  of  costs  sustained  for  specific  types  of  contracts  or 
specific  types  of  audits.  The  Government  contracting  officer  must 
resolve  the  audit  recomaendations  in  accordance  with  the  Circular  A-50 
policy  no  matter  how  the  share  breaks  out.  Circular  A-50  was  Issued  to 
ensure  post  award  contract  audits  are  "worked”  no  matter  who  benefits, 
idMther  it  be  a  contractor  wirh  an  audited  claim  against  the  Government 
or  a  Government  contracting  officer  seeking  recovery  from  a  contractor 
as  a  result  of  a  defective  pricing  claim. 

The  DoD  will  review  the  systems  currently  in  place  to  determine  if  there 
is  a  practical  and  economical  way  to  collect  and  report  on  interest  and 
penalties  collected  for  defective  pricing  audits.  (See  the  OoD  response 
to  Recommendation  2.)  It  should  be  recognized,  however,  that  neither 
Circular  A-50,  nor  the  Truth  in  Negotiations  Act  amendment,  require  the 
reporting  of  interest  or  penalties.  Further,  the  Inspector  General  Act 
does  not  require  such  reporting;  a  review  of  semiannual  reports  for 
six  major  departments  foimd  no  such  reporting  and  made  no  distinction  as 
to  the  Government  share  of  sustained  costs  on  incentive  type  contracts. 

The  Department  does  not  agree  that  the  followup  system  cannot  provide 
meaningful  measures  of  changes  that  are  occurring  within  the  settlement 
process,  and  that  measures  should  be  made  from  data  showing  the 
percentage  of  (1)  questioned  costs  from  a  specific  year  that  are 
sustained  in  each  succeeding  year  or  (2)  audits  from  a  specific  year 
that  are  settled  in  each  succeeding  year.  The  data  suggested  by  the  GAO 
would  not  add  any  value  to  the  efficient  management  of  the  process,  but 
would  impose  additional  administrative  cooplexlties .  The  primary  driver 
of  sustained  costs  are  the  conditions  that  exist  at  the  time  the  price 
adjustment  is  negotiated,  not  the  year  the  audit  report  was  Issued.  As 
demonstrated  over  the  past  several  years,  the  current  system  was  used  to 
Identify  audits  with  low  sustention  rates  so  that  root  causes  of 
nonsustentions  could  be  addressed.  This  enabled  the  Defense  Contract 
Audit  Agency  to  take  action  on  those  causes;  segregating  actions  by  year 
of  audit  would  not  have  enhanced  the  evaluation.  Also,  tAienever  a 
significant  change  in  the  law,  regulation,  or  process  takes  place  that 
affects  the  negotiation  of  open  audits,  supplemental  reports  would  be 
issued  so  the  negotiator  has  sufficient  evidential  data.  The  revisit  of 
open  audit  rQ>orts  by  the  Defense  Contract  Audit  Agency  in  1992  was 
necessary  once  it  learned  that  the  review  of  price  negotiation 
memorandums  alone  did  not  always  provide  necessary  facts,  and  that 
additional  coordination  was  necessary.  Therefore,  all  open  assignments, 
regardless  of  the  year  of  audit,  benefited  from  the  enhanced  guidance. 
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TIM  DnpnrtaMnt  dlsagxoos  that  accountability  is  not  addresaeo  in  the 
audit  followup  system.  The  file  doctsaentation  for  defective  pricing 
cases  contains  all  imcessary  data  to  determine  reasons  for 
nonaustention.  The  files  are  regularly  reviewed  by  the  Office  of  the 
DoO  Inspector  General  to  determine  the  causes  of  nonsustention  and  if 
there  are  systemic  difficulties  that  require  correction.  Additionally, 
audit  followup  system  procedures  require  the  contracting  officer  to 
provide  a  copy  of  the  price  negotiation  memorandum  documenting  the 
disposition  of  the  audit  recommendations  to  the  auditor.  Auditors 
review  those  documents  to  determine  if  changes  are  required  in  audit 
techniques  and  reporting. 

In  addition,  the  OoD  Directive  7640.2  and  the  Military  Services  and 
Defense  Logistics  Agency  isplemwktation  require  that  performance 
i^raisals  of  ^propriate  acquisition  officials  reflect  their 
effectiveness  in  resolving  and  dispositioning  audit  findings  and 
recoamendations  in  a  timely  manner,  while  fully  protecting  the  interest 
of  the  Government.  The  Office  of  the  DoD  Inspector  General  reports  to 
higher  level  management  idmn  noncompliance  with  that  policy  is  found  at 
acquisition  activities  they  review.  The  Office  of  the  DoO  Inspector 
General  has  also  identified  the  need  for  contract  audit  followup 
training  at  a  number  of  sites  during  the  last  two  years  axKl  has  even 
conducted  such  training  during  their  reviews.  On  site  review  of 
contract  audit  file  documentation  by  the  Office  of  the  DoO  Inspector 
General  and  Interviews  conducted  with  contracting  officers  and  auditors 
identify  the  factors  contributing  to  low  sustention  rates,  not  the 
semiannual  r^orts  required  by  DoD  Directive  7640.2. 

*  •  *  •  A 


moCM— lAJKM  It  The  GAO  recommended  that  the  Secretary  of  Defense 
more  effectively  implement  the  interest  and  penalty  features  of  the 
Truth  in  Megotiations  Act  to  assure  contractor  compliance.  The  GAO 
further  recommended  that  the  Secretary  could  include  the  following 
actions : 

based  on  an  analysis  of  appropriate  defective  pricing  audit 
reports— determine  whether  charging  interest  on  overpayments  in 
progress  payments  resulting  from  defective  pricing  is 
administratively  feasible  and  would  result  in  significant  interest 
recovery,  and  if  so,  initiate  action  to  revise  the  regulation; 

direct  contracting  activities  to  instnict  contracting  officers  to 
charge  interest  as  stipulated  in  the  regulations,  and  to  include 
internal  control  checXs  for  proper  Interest  charges  during  business 
clearance  reviews;  and 
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Now  on  p.  5  and  pp. 
33-34. 


-  modify  the  DoD  guidance  to  Instruct  contracting  officers  on  the  use 
of  the  penalty  in  determining  the  amount  recoverable  from 
contractors  for  defective  pricing  to  ensure  that  the  penalty 
becoams  a  useful  deterrent,  (p.  6,  pp.  31-32/GAO  Draft  R^ort) 

wrm  eeeermee.  Partially  concur.  By  March  1994,  the  Defense  Contract 
Audit  Agency  trill  conduct  a  study  of  five  large  prime  contracts  for 
tdiich  defective  pricing  has  been  reported  and  progress  payments  are 
being  made.  If  overpayments  have  occurred  in  progress  payments 
resulting  from  defective  pricing,  the  Defense  Contract  Audit  Agency  will 
determine  the  amount  of  interest  that  should  be  assessed.  The 
Departiaent  will  then  consider  the  significance  of  the  interest  amount 
assessed  and  whether  charging  Interest  is  adsdnistratively  feasible. 

By  October  1993,  the  Departamnt  will  direct  contracting  activities  to 
instruct  contracting  officers  to  charge  interest  as  stipulated  in  the 
regulations,  and  to  include  internal  control  checks  for  proper  interest 
charges  during  business  clearance  reviews. 

By  October  1993,  the  Department  wi.t.1  also  ask  the  Office  of  General 
Counsel  to  review  cturrent  regulations  on  the  assesaaent  of  penaltlea  for 
the  knowing  submission  of  defective  cost  or  pricing  data.  Based  on  that 
review,  the  DoD  will  determine  if  additional  guidance  is  appropriate. 


PlfntWTIftTTm  ?•  The  GAO  recommended  that  the  Secretary  of  Defense 
ensure  <a)  that  the  contract  audit  followup  system  contains  the  data 
needed  for  the  oversight  and  management  of  the  settlement  process  and 
(b)  that  ongoing  improvements  to  internal  controls  place  high  priority 
on  providing  cosiplete  and  accurate  data.  The  GAO  further  recoamended 
that  the  audit  followup  system  could  be  improved  by  (1)  collecting  data 
such  as  Interest  collected,  penalties  assessed,  and  causes  for  not 
sustaining  recommended  defective  pricing,  (2)  adding  performance 
measures,  and  (3)  establishing  accountability,  (p.  6,  p.  43/GAO 
Draft  Rqport) 

Partially  concur.  The  Department  agrees  with  the  general 
isprovements  recommended  by  the  GAO,  but  not  with  the  specific 
suggestions  for  improvem«it.  Ongoing  improvements  to  internal  controls 
already  place  a  high  priority  on  providing  complete  and  accurate  data. 
The  Military  Services  and  the  Defense  Contract  Audit  Agency  are  making 
refinements  to  their  systems  and  data  bases,  and  are  devoting  more 
attention  to  verification  of  data  in  order  to  improve  accuracy  and 
provide  DoO  managers  with  more  reliable  information  on  the  status  of 
individual  audit  reports.  Also,  the  Office  of  the  DoD  Inspector  General 
regularly  analyses  sustention  rates  for  individual  buying  commands  and 
individual  actions  with  low  sustention  rates  to  determine  the 
causes.  Additionally,  the  inspector  General  reviews  performance  plans 
of  contracting  officers  to  ensure  compliance  with  the  DoD  Directive 
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